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Suggestion to Accounting Teachers— 
Use this book as a text in 
your auditing classes 
PROFESSIONAL ETHICS OF 
PUBLIC ACCOUNTING 


By John L. Carey 


A CCOUNTING teachers, practitioners, and other reviewers are unanimous in 


their praise of Professional Ethics of Public Accounting. Here are a few considered 
opinions: 


“There has been a need for a volume of this nature to make available an expression and interpreta- 
tion of the professional rules of conduct.” 
—T. C. Hilliard in The Accounting Review 
“ .. does more than state the rules of professional conduct; it discusses and explains them in a 
very real and practical way, illustrating the commentary by reference to recent opinions of the 
American Institute of Accountant’s Committee on Professional Ethics, as well as similar pro- 
nouncements of the SEC and the Treasury Department. . . . The book should be required reading 
for all students of accounting and neophytes beginning practice. It will prove an invaluable re- 
ference guide to older practitioners whenever specific questions arise concerning their profes- 
sional conduct.” 
—Emanuel Saxe, in The New York Certified Public Accountant 
“The value of the book lies in its timeliness, conciseness, and clarity.” 
—Lewis H. Kirshner in Cornell Law Quarterly 
“By grouping and reviewing the rules of behavior which protect and advance the interest of the 
accountant and the public, the author has performed a valuable service not only for young ac- 
countants but also for all who directly or indirectly use a CPA’s services.” 
—Bulletin of the Robert Morris Associates 
“It definitely falls in the class of worthwhile reading so far as controllers are concerned, and 
certified public accountants surely must absorb it, especially newcomers to their ranks and those 
who are preparing themselves for work in that field.” 
—From an editorial in The Controller 
“The lucid explanations of the subject which this book gives will surely make it an indispensable 
volume in the accountants’ reference library.” 
—Edward A. Kracke 
. and the book can be recommended to all readers of ACCOUNTANCY, and particularly 
to those who are in public practice, or who hope to commence practice in the near future.” 
—Accountancy, London, England 
“Mr. Carey’s discourse should be essential reading for accountants entering the profession; and 


more experienced practitioners will find in its contents much material of “refresher” and clarifying 
nature.” 


—Simon Loeb 
“The book is comprehensive and is written in the lucid and readable style which has characterized 
the author’s editorials in The Journal of Accountancy. Its value is enhanced by the inclusion of 
numerous interpretations of rules by committees on professional ethics of the Institute.” 
—Bulletin, [llinois Society of Certified Public Accountant 
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MODERNIZING THE INCOME 
STATEMENT 


MaAovrice H. STANs 


ACCOUNTING AS A SOCIAL FORCE 


HE DAYS IN which we live are, more 
Te ever, days of economic un- 

certainty and social consciousness. 
The continually accelerating pace of life, 
the growing reach of education into the 
masses of people in the far corners of the 
earth, and the constantly amazing develop- 
ments and output of this still new indus- 
trial age are making individual man in- 
creasingly jealous of his own place in the 
broad scheme of things. He is becoming 
more and more conscious of his own posi- 
tion in relation to his neighbor, and the 
position of his group in relation to the 
other groups into which he classifies the 
rest of man. The world is dividing into 
those of the right and those of the left in 
the search for a balance of man’s rights 
and obligations, a goal which in the final 
analysis is for enjoyment of material things 
in a materialistic era. Everywhere we are 
beset with reformers, mongers of class war- 
fare, exponents of one theory of govern- 
ment or another—all trying to urge a 
solution to the disturbing problem of a 
fair division of the productive result in a 
machine age. The ingenuity of man to 
share fairly what is before him is apparent- 
ly not as great as his ingenuity to create. 
His ability to produce is far greater than 
his ability to measure and distribute the 
fruits of production. 

In the search for social and economic 
adjustment, the world’s once most power- 
ful empire has turned to socialism. Today’s 
most challenging world power is sponsoring 
an uncertain human equation called com- 
munism. Our own country, now dominant 
above all in a material way, has achieved 
that position by what it calls a capitalistic, 


free-enterprise system, by which it pro- 
duces far more of the tangible things of 
life than any of its rivals. In average 
standard of living, its people rank the 
highest. 

Yet even in our own country there is 
lacking a sureness, a positive confidence of 
the outcome of the future. The concern 
over the “‘ill-clothed, ill-fed and ill-housed”’ 
would not become a political cry unless it 
had the support of fact. The many laws 
aimed at social adjustment in the last 
twenty years would not have been passed 
had there not been an underlying feeling 
of need for better ways of dividing the 
benefits of the industrial revolution. The 
laws assuring social security, laws protect- 
ing investors, laws limiting holding com- 
panies, laws restricting monopolies, laws 
delaying foreclosures, laws permitting 
equitable reorganizations, and laws aiding 
labor are attempts to balance man’s rights 
against man’s obligations. They are not 
the bare results of one political ideology, to 
be surrendered again upon a change in 
control. They are undoubtedly signs of a 
rapidly changing world social order and 
have the solid characteristics of permanent 
advances in basic human objectives. 

In an industrial economy, built so 
largely on the corporate system, much of 
the struggle for balance is contained in the 
classic and traditional rivalry between 
capital and labor for their respective shares 
in the fruits of production. In the long past 
this rivalry was characterized by an 
obvious domination by capital and an un- 
happy subservience on the part of labor. 
In the more recent past, labor has achieved 
greater strength and a greater balance of 
rights, through legislation aimed at pro- 
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ducing collective powers. At the same 
time, management has emerged as a factor 
distinct from capital, especially with the 
growth of the big corporations and the 
resulting subdivision of ownership. Many 
of the shares of ownership have gone back 
into the hands of labor itself, thus blurring 
the lines of separation. The former rival- 
ries still prevail but they are gradually 
giving way to a conviction, as they must, 
that the interests of all are interdependent 
in our system and that none can thrive 
unless all prosper. Labor, management, 
and capital are realizing, as they must, 
that their interests are in common and 
that the equitable sharing of the total 
product is a requisite to the continuing 
growth and survival of our type of econo- 
my and political structure. 

In the corporate system, accounting has 
come of age. Accounting, the language of 
business, has grown in stature and impor- 
tance and power in direct relation to the 
growth of industrial productivity. It is 
beginning to be recognized as a potential 
major factor in solving this problem of 
economic balance. It deals directly with 
the question of “who gets what” out of 
production. It is the interpreter, the 
common denominator, the medium of 
accumulation of economic fact. If it is to 
fulfill its practical destiny, it must in time 
be the means of transforming the problem 
of social sharing from one of emotion into 
one of rational measurement and under- 
standing. 

Today, more than ever, the public is 
interested in corporation accounting, be- 
cause it tells the story of the part played 


by the corporate system in our national 
economy. 


INCOME ACCOUNTING 


In the individual enterprise the measure- 
ment of production and of the division of 
the product occurs through the process of 
accounting for income. Its end-result is the 


income statement. Never in the past has 
the income statement been the subject of 
as much scrutiny, as much skepticism, or 
as much criticism. Never in the past has 
the income statement had as much op- 
portunity for dignity. Never in the past 
have accountants sought as earnestly to 
achieve maximum usefulness in income 
reporting. 

Two factors make the job at this time 
more difficult than ever. Firstly, the public 
seems to have a basic lack of confidence in 
corporate accounting, brought about large- 
ly by a confusion of language and what has 
been aptly termed a growing “scatteri- 
zation of methods.” Secondly; being tied to 
a monetary unit, corporate accounting has 
limitations because it has no mechanism 
to adjust for changes in value of the 
monetary unit. In times such as the present 
when a seeming prosperity is interwoven 
with an obvious inflation, these factors 
have a cumulative effect. 

The public’s lack of confidence in 
corporate income reports is easy to prove. 
The conclusions found by the public opin- 
ion survey conducted a year or so ago by 
Controllership Foundation, Inc. are still 
the best evidence: 

Forty-five per cent of the public believe that 
reported profits of corporations are deliberately 
understated. 

Fifty-nine per cent of the public believe that 
it is difficult to understand a typical income 
statement. 

Over forty per cent of the public do not under- 


stand many of the terms used in the jargon of 
accounting. 


Most important is the fact that beliefs 
such as these lead, as the survey clearly 
found, to the further belief that business 
makes an exorbitant amount of profit, 
which is equivalent to saying that capital 
receives an unreasonable share of the total 
product. The report concludes its summary 
with these highly significant statements: 


The public acts, not on facts, but what it be- 
lieves to be facts. When people do not have the 
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truth about business they are led to take points 
of view or support movements that hamper the 
function of the nation’s economy. ... There is, 
therefore, a great premium on successful com- 
munication of business facts to the public.? 

The limitation imposed on corporate 
accounting by a fixed money unit is getting 
a great deal of attention today by tech- 
nicians. The inflationary tendency of the 
last ten years has created an apparent 
disparity between orthodox accounting 
concepts of income on the one hand and 
economic income on the other. The result- 
ing problem is entitled to all the theoretical 
consideration it is receiving. It may well 
be that in time corporation accounting 
will have to find a mechanism of adjust- 
ment that will convert its conclusions into 
a more satisfactory measurement of eco- 
nomic accretions. Such a process may be 
a final requisite to a solution of the broad 
problem of economic balance. 

However, in the search for such refine- 
ment it may be worthwhile to pause to 
take a look back at the ground just past 
in the evolution of accounting. Any such 
pause is bound to raise the question of 
whether the traditional concepts of mone- 
tary accounting have of themselves 
reached a point of stability and perfection 
that would justify a confidence in super- 
imposing a new type of measurement. 

In a number of respects, the record of 
recent years is not too good. Many financial 
accountings of the last several years bear 
indications of having been developed from 
a type of free-hand drawing that has taken 
advantage of the circumstance that there 
is no broad code of accounting principles 
and that “generally accepted practice” is 
the only criterion of performance in any 
area in which specific rulings have not 
drawn a limiting line. This is not the delib- 
erate design of accountants. It is corpo- 
rate management that must be charged 


1 “The Public’s Acceptance of the Facts and Figures 
of Business Accounting,” a survey report by Con- 
trollership Foundation, Inc., March, 1947. 


with any distortions, deliberate or acci- 
dental, in reporting practices. But account- 
ing may be at fault in having failed to 
recognize the need for standards of per- 
formance geared to the public responsibil- 
ity that corporate reports shouldassume. In 
short, it is the premise of this article that 
the development and use of a comprehen- 
sive code of accounting principles, of stand- 
ards of disclosure, of better terminology, 
and of greater uniformity and of less lati- 
tude in present techniques may well be pre- 
requisites to any complex development of 
new tools to measure economic income. If 
these prerequisites are not provided, the 
opportunities for public confusion, from 
the application of abstract replacement 
values, price indices, and so on, may be 
greater than ever. 

Among themselves, accountants take 
pride in the fact that accounting is by no 
means static and that it is progressing in the 
acceptance of new techniques and concepts. 
Depreciation, once a charge contingent 
upon and variable with profits, is now 
treated as a uniform procedure of cost 
apportionment. The arbitrary writing up 
of property values is in general disfavor. 
The use of capital surplus to absorb losses 
has been outlawed. The accounting for 
intercorporate stock dividends has been 
ringed with restrictions to prevent mis- 
leading income figures. The misuse of 
general contingency reserves to distort 
results has been proscribed. Criteria have 
been promulgated for the determination 
of charges and credits which may be 
excluded in the measurement of income. In 
general, income accounting has gradually 
become freed of some of the extremes of 
practice, as evolutionary development has 
brought about an obviously needed con- 
finement of the ranges of permitted theory. 
These changes which have evolved in the 
last twenty or thirty years are in them- 
selves ready proof of the responsiveness 
of accounting to social forces. Each of these 
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developments came as an acknowledgment 
that the previous practices were not wholly 
truthful or adequate in public reports of 
stewardship. 


VIEW OF THE LAYMAN 


The determination of how much more 
should be done can be made only after a 
study of actual corporate reports. In other 
words, it is time for this discussion to get 
down to cases. To be objective, however, 
it is necessary that we transform our 
thinking to the extent of laying aside 
technical concepts founded on tradition 
and deal with the subject of income 
accounting in the terms and thought 
processes of the laymen who make up the 
public. This means recognizing the state of 
mind of the laborer, truck driver, railroad 
engineer, physician, lawyer, plumber, or 
elevator operator, whose interest in cor- 
porate affairs and desire for economic 
stability may be as great as that of the 
skilled accountant but whose technical 
education in the intricacies of theory is 
negligible. Such a layman expects an in- 
come statement to mean one thing—a 
summary of the business done, the costs 
and expenses incurred and the profit 
realized. This is what it purports to show. 

What does he find? His first impression 
is that of dealing with a strange technical 
jargon, in which ordinary words take on 
special meanings. When he tries to com- 
pare one such statement with another, he 
encounters obvious differences in termi- 
nology, in form and construction, in prin- 
ciple, and even in designation of the 
result. Confused by what he sees, and in- 
fluenced by attacks of business critics, he 
begins to suspect that if he had the time 
and ability to go behind the scenes, and 
learn about some of the elements taken 
into account in the statements, he might 
find ever greater disparity of meaning, of 
procedures and of technical interpretation. 
If he pursues his doubts, he learns about 


excluded surplus charges and credits, the 
frequent use of reserves, the dilutions of 
interest through stock options, the obscure 
difference between an income charge and 
an income appropriation, the variations of 
inventory pricing from one company to 
another, and so on. It is not wholly sur- 
prising that he frequently comes to the 
conclusion, as many critics have, that ac- 
counting is a very flexible thing. 

True, the skilled accountant who reads 
such statements may in no way be dis- 
turbed or confused by the things that con- 
fuse the layman. He will understand the 
variations of treatment permitted within 
the bounds of generally accepted practice, 
will understand the technically phrased 
terminology and, upon analysis, could well 
form an advised and sound opinion as to 
the significance of the information in the 
statement. By past standards, under 
which consistency is paramount and “gen- 
eral acceptance” the prime criterion of 
procedures, present income accounting 
practices are proper and justifiable. Un- 
fortunately, the idea of “generally ac- 
cepted accounting practice” is a passive 
concept and means simply the existence of 
an area of deviation rather than an ob- 
jective standard of public service, because 
the general acceptance comes only from 
the creators of the practices. As a result, 
many things that are “generally ac- 
cepted” by accountants are not generally 
understood by the public. This fact alone 
gives biased critics their opportunity to 
becloud the presentations still further in 
insinuations of secret reserves, hidden 
profits, the availability of surplus, and so 
on. 

In any event, the questions of whether 
present ranges of permissible practice 
should be further narrowed in the public 
interest, and whether the technical col- 
loquialisms and conventions of accounting 
are wholly justifiable and whether existing 
procedures of income determination and 
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reporting are adequate merge into the 
single plain question of whether the 
average income report truthfully and most 
effectively tells the story it should tell. 
Obviously, no form of income statement 
can be devised to fit all purposes or to 
serve all needs. Furthermore, no type of 
income statement can be made under- 
standable to everyone who may chance to 
read it, but these admissions do not con- 
tradict the fact that an income statement 
should be made sufficiently intelligible to 
most of the people, so that in time the prev- 
alent distrusts created by lack of under- 
standing can be dissipated. Certainly no 
one would boldly challenge the premise 
that an income report should be designed 
to be what it purports to be—a clear-cut 
and unequivocal story of a portion of the 
business history—and that it should be 
comparable with other similar reports. 


INCOME AND SURPLUS 


This leads us directly to the question of 
whether the basic concept of net income 
measurement should be all-inclusive or 
selective. The two principal national ac- 
counting organizations still take opposing 
viewpoints on this point. Should net in- 
come be the result of taking into account 
all recognized gains and losses of a period 
or should it be a selective measurement 
which permits (or requires) ignoring some 
items which meet a vague test of distor- 
tion? Should net income include all recog- 
nized economic accretions or expirations, 
however caused, or merely some of them? 
Does the term require-a different definition 
when applied to the progress account of a 
single fiscal year than when applied to the 
cumulative history of the enterprise? 
Technicians can argue these questions 
long and strenuously, but it is beginning to 
be evident that the layman cannot under- 
stand why such intricacies of theory 
should not firmly and finally be resolved. 
The choice of concepts must, in the final 


analysis, be the one which serves most use- 
fully. All the non-technical citizen wants 
to know is how much progress the business 
has made, measured by some common 
denominator which is also used by other 
businesses to make their showings. 

There has been a great deal of evidence 
in the past of the use of the surplus ac- 
count for absorbing gains and losses, and of 
inconsistencies in treatment of similar 
transactions by the same companies in 
different years and by different companies 
in the same year. Several members of the 
staff of the Securities and Exchange Com- 
mission, in September, 1946, undertook an 
historical analysis of surplus charges and 
credits over a period of years. Their report 
showed that the use of alternative treat- 
ments in may cases would have made 
possible an extremely material variation 
in the amount reported as net income, de- 
pending upon whether or not certain items 
were charged or credited to surplus; in one 
company the earnings per share for one 
particular year could have been reported 
as either $2.86, $3.11, $3.87, $3.90, $4.12, 
$4.15, $4.91 or $5.16, depending on 
whether certain items were considered to 
be material or distortive. Another company 
which reported earnings of $75,000,000 in 
six years had surplus charges of $28,000,000 
during this same period. 

In 1932, a committee of the American 
Institute of Accountants endorsed the 
view that “the value of a business is de- 
pendent mainly upon its earning capacity; 
and that . . . an annual income account is 
unsatisfactory unless it is so framed as to 
constitute the best reflection, reasonably 
obtainable, of the earning capacity of the 
business under the conditions existing 
during the year to which it relates.”? The 
Institute’s Committee on Accounting Pro- 


2 Letter dated September 22, 1932 from Special 
Committee on Cooperation with Stock Exchanges to 
The Committee on Stock List of the New York Stock 
Exchange. 
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cedure, with a few dissents, interprets this 
to mean that items which would “‘distort”’ 
the results for a given period should be 
charged or credited to surplus. This is the 
position taken in its Bulletin No. 32. The 
bulletin may be a worthwhile test step 
that is entitled to a reasonable period of 
time in practice to determine how well it 
works and whether it is abused. There are 
many, however, who will still believe that 
the bulletin was a temporary reversal of a 
desirable trend, and that the public in- 
terest will not be fully served until all 
items of recognized gain or loss are re- 
ported directly in the periodic income ac- 
counts. A two-part statement, with a 
proper sectional segregation of the extraor- 
dinary from the ordinary, or the unusual 
from the usual, would establish all that is 
demanded of an income report by those 
who would use it as a representation of 
current earning capacity, while the his- 
torical function of a series of income ac- 
countings would be served, understand- 
ably by all, by the connected showing oi 
all gains and losses in juxtaposition. The 
income statement of itself would tell a 
complete, properly emphasized story. The 
only further step to be accomplished would 
be adoption, on the part of the statistical 
reporting services and newspapers, of a 
two-item method of reporting periodic 
results. This could easily and simply be 
accomplished by means of a new box-score 
type of public announcement, showing 
separately the total amounts and per share 
amounts of net income and of excluded 
income or loss, together with a terse ex- 
planation of the latter.* 

Worst of all of the improvisations which 
confuse the lay readers of income state- 
ments in the nice distinction between an 
income charge and an income appropria- 
tion. This is what may well be called, in 

See “Corporate Investors Need a Better Box 
Score” by the author, in Commercial and Financial 
Chronicle, issue of July 22, 1948. 


many cases, ambiguity by design, espe- 
cially when an income appropriation ap- 
pears on a “statement of income” without 
any item being designated as net income. 
What conclusion can the reader form other 
than that the final item, however desig- 
nated, is the result for the year? The 
statistical services have given up trying 
to distinguish between a charge and an 
appropriation appearing on an income 
statement and show both as deductions in 
their tables of income. 

A recent study of sixty-five corporate 
reports of 1947 which showed appropria- 
tions of income on the income statement 
developed these statistics: 

Ten statements had no designated item of net 
income; 

Twenty contained the deduction of an item 
before net income in violation of Bulletins Nos. 
28, 31 or 33 of the Institute; 

Thirty-five showed a clearly designated 
amount of net income before deducting an ap- 
propriation, but in the case of twenty-one of 
these, the President’s letter to the stockholders 


interpreted the final figure as being the result for 
the year. 


The fact that such variation exists lends 
weight to the position of the dissenters to 
Bulletin No. 32 and more particularly to 
the logic of the all-inclusive two-part in- 
come statement, with appropriations and 
distributions shown only in the surplus 
account. 

To those who dissented from Bulletin 
No. 32, it is difficult to see how the criteria 
in the bulletin will materially affect the 
number of surplus charges and credits in 
the future unless by encouragement it 
tends to increase them. 


RESERVES 


One of the stylish practices in income ac- 
counting in recent years has been the use 
of reserves. Apparently encouraged by the 
uncertainties of accounting during war- 
time, many business corporations em- 
ployed reserves as a means of protection 
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against the unknown future, and, con- 
sidering the common apprehensions of 
wartime, such reserves were generally 
condoned by accountants. It seems that 
the taste thus acquired has continued to 
grow and it is reasonably certain that at 
no time in the history of accounting have 
there been as many reserve entries in in- 
come statements as in the past several 
years. 

Unfortunately for the public, the word 
“reserves” itself is confusing, because ac- 
countants use it with at least five different 
meanings. The layman, in turn, frequently 
has his own incorrect picture of a reserve 
as being a segregated pile of wealth com- 
pletely liquid and available to stock- 
holders as dividends or to labor as wages. 
A simple and easy step to clarify financial 
reports would be the adoption of alterna- 
tive expressions for so-called valuation 
reserves, depreciation reserves, and re- 
serves which relate to known liabilities, 
the amounts of which are indefinite. The 
next and equally logical step would be to 
provide that all surplus reserves appear 
in the surplus section of the balance sheet 
and that the charges to and credits from 
such reserves come directly from the sur- 
plus account and in no way touch the in- 
come statement. The ultimate result 
would be the elimination of surplus re- 
serves entirely in favor of recognition that 
the surplus or “earnings invested in the 
business” is in itself a reserve for the 
future. 

This one case study in reserve account- 
ing is typical of many: 


Company A created a reserve for possible fu- 
ture inventory adjustments by charges to income 
totaling $7,500,000 in 1941 and 1942. In 1943 it 
charged to income an additional $2,500,000 and 
called the entire $10,000,000 a reserve for con- 
tingencies. In 1946 it tossed in another $5,000,000. 
It may be purely coincidental that the provisions 
in 1941, 1942 and 1943 held the reported net in- 
come for each year to the average of the preceding 
five years, and that the net income in 1944 and 


1945, in which no provisions were made, were at 
practically the same level. It is also interesting to 
note that one of the statistical services now says 
that “‘credits from reserves may be used to modify 
the prospective decline in (future) net income.” 

There were no changes in these reserves in 
1946 or 1947 and they are still on the balance 
sheet designated as “reserve for future inventory 
price declines and other contingencies.” 


Other companies have created reserves 
for ‘future payments in recognition of past 
services of employees,” for “future ex- 
penses in revision of manufacturing pro- 
gram,” for “rehabilitation of foreign 
business,” for “excessive construction 
costs,”’ for “excess of future replacement 
cost of machinery and equipment over 
original cost,” for ‘‘replacement of last-in, 
first-out inventories,” for “replacement of 
depleted normal inventories,” for ‘‘de- 
ferred maintenance,” for “future loss on 
property disposal,’’ and for many varied 
reasons. The extent to which some of these 
may be actual liabilities, or may be valua- 
tion reserves, is in no way clear. Several 
companies carry six or more different re- 
serve accounts on their balance sheets. 
There is certainly no consistency of dis- 
tinction as between reserves which are 
created by charges against income and 
those which are created by ‘“appropria- 
tions” of net income. Many companies 
carry composite reserves, one instance of 
which is described as for “losses on in- 
ventories and properties, and costs of re- 
conversion, deferred repairs and main- 
tenance, obsolescence and the like.” 

These are not extreme or isolated cases. 
The fact that reserves are in style is easily 
demonstrated from the Institute’s recent 
analysis of the annual reports of 525 
companies, which shows that these com- 
panies together had 935 individual re- 
serves, not counting those treated as deduc- 
tions from assets.‘ 

There must be a limit to even this sort 


4“ Accounting Survey of 525 Corporate Reports,” 
American Institute of Accountants. 
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of thing, but it is not yet in sight. In 1947, 
one large corporation announced a policy 
of providing, in good years, reserves for 
future research and development, to 
eliminate the necessity of such charges in 
years of poor operations. The “‘reductio ad 
absurdum” appears in the case of no less 
official a source than the United States 
Congress which, by enactment, created an 
artificial charge of three billion dollars 
against the surplus of eight billion in the 
last fiscal year; thereby it became possible 
to give income-tax reductions in the pres- 
ent fiscal year and come up with what is 
now predicted as a surplus of one and a 
half-billion dollars instead of a deficit of 
the same amount. The fact that this action 
is recognized by the press as a “‘bookkeep- 
ing transfer’ lends no dignity to account- 
ing practices. One may well wonder what 
these prestidigitators might have done in 
the case of the Biblical story of the seven 
fat years and the seven lean years. With 
such advance notice, it would have been 
possible to create reserves of such size as to 
make all fourteen years come out even, 
thus depriving mankind of one of its most 
famed object lessons on saving for future 
security. 

Early in 1946 the newspapers of the 
country carried this report: 

U. S. STEEL DIPS INTO RESERVES 

TO NET $1.32 SHARE IN HALF 

Harassed by strikes, U. S. Steel was able to 

operate at a profit in the first half of 1946 only by 
lavishly dipping into reserves, it was reported 
yesterday. 
Further reading of the article disclosed 
that the company had reported a net in- 
come of $24,000,000 after contingent 
reserve credits of $29,000,000. 

Is it any surprise that the public some- 
times believes that reported income can be 
that which management wants it to be? 
What the public wants to know is how 
much the company made in the current 
year, not what it might lose sometime in 


the future or how much it has managed to 
set aside to cushion a subsequent year’s 
report. The simple truth in income report- 
ing will be found if management will “‘let 
the chips fall where they may.” 

The Institute’s Committee on Account- 
ing Procedure has attempted to close the 
door to some extent on the future use of 
these reserves by its Bulletins 28 and 31. 
These bulletins proscribe the use of gen- 
eral contingency reserves (which are in 
effect “no purpose” reserves) and in- 
ventory reserves created by charges against 
income. Unfortunately, these bulletins do 
not cover all of the reserve problem and 
there seems to be an area that is still 
open. Many corporate reserve provisions 
of the past, no more to be condoned than 
those now prevented, will still be permis- 
sible, and a corporate management’s deter- 
mination to reduce reported earnings can 
still be accomplished by a simple matter 
of semantics, because the designation of a 
reserve as being for a specific purpose, how- 
ever remote, apparently takes it outside 
the purview of a forbidden general- 
purpose contingency reserve. 

What is clearly needed is a specific 
determination, in more precise language 
than herein stated, that a charge should 
not be made against current income for 
any loss which is not actually accruable, 
by appropriate standards, so that by no 
device can current income be artificially 
and deliberately reduced for the benefit of 
some future period. The public is entitled 
to a concept of net income which positively 
excludes charges which merely transfer 
earnings from one year to another. 


UNDERSTANDABILITY 


These are merely a few illustrations of 
the proposition that the technical phases 
of income reporting need the application of 
more strictures. There are many other 
evolutionary steps that merit timely con- 
sideration if income reports are to be made 
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more useful. One most effective innovation 
would be the adoption of uniform methods 
of inventory pricing within each industry, 
for clearly such a practice would make 
statements comparable for competing com- 
panies. But perhaps the greatest need is 
for the adoption of a universally authori- 
tative code of accounting principles that 
would resolve specifically many of the 
theoretical arguments and divergencies 
that still permit widely differing treatment 
of identical facts and would, at the same 
time, provide a framework within which to 
deal with the continuing unusual prob- 
lems of day-to-day accounting develop- 
ments. Securing agreement on such a code 
of accounting principles would be a diffi- 
cult task but this may well be a more 
logical approach than the continuing at- 
tempts to deal with individual problems 
by means of bulletins which form only a 
small part of a broad pattern. 

So much for the technical aspects under- 
lying the accounting for income. Beyond 
these, there are still greater opportunities 
for improvement of reporting practices 
that may be grouped within the single 
objective of understandability. Assuming 
that all questions of principle and practices 
are solved, it is still necessary that the 
message be conveyed, a feat which can be 
accomplished with reasonable success only 
if it is expressed in the language of the 
average reader and not of the skilled 
technician. The subject of understandabil- 
ity in financial statements may be con- 
sidered under several facets, including 
those of form, terminology and disclosure. 

A very elementary step toward achiev- 
ing understandability would be a move 
toward greater standardization of the 
titles and forms of the principal financial 
statements. The Institute’s “Accounting 
Survey of 525 Corporate Reports,” pub- 
lished early in 1948, clearly demonstrates 
the great variation in present practices. 
The income statement, for example, pres- 


ently appears in corporate reports under 
at least twelve different names, a fact 
which is bound to create doubt in the 
minds of readers as to the significance of 
the distinctions. The question of form also 
involves that of the classification of the 
items appearing on the statement. It is 
becoming increasingly recognized that the 
designations of expenses and costs in the 
technical classifications of “‘cost of goods 
sold,” “selling expenses,” “administrative 
expenses,” and the completely confusing 
captions of “‘other income” and “other de- 
ductions,” or “income charges” and “‘in- 
come deductions” are technical collo- 
quialisms that mean little or nothing to 
the layman. The ultimate development 
of a basically standard form of income 
report which adopts natural expense classi- 
fications should be a major objective. 
Such natural expense classifications would 
show separately the cost of labor, ma- 
terials and services bought, cost of use 
and maintenance of tools and facilities, 
depreciation, taxes, bonus and pension 
plans, and perhaps non-recurring or un- 
usual losses or gains. 

The use of natural expense classifica- 
tions leads very easily to the showing of 
the distribution of the total business in- 
come among those who participate. The 
most understandable form of income state- 
ment would be one which deducted from 
sales and revenues the naturally classified 
costs of operation other than labor and ar- 
rived at a figure of distributable income, 
followed by a table showing the proportion 
thereof which went to labor, to manage- 
ment, to stockholders, and to increased 
investment in the business for the benefit 
of all three classes. A number of attempts 
have been made toward the development 
of such “social accgunting” statements 
but most of them have the grave defi- 
ciencies of either extreme condensation or 
“baby talk” language, either of which 
tends to create more doubt than it dis- 
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pels or more disdain than respect. 

The subject of terminology is equally 
important and deserves prompt and coura- 
geous action leading to sound conclusions 
having the force of rules. Much of the 
jargon of accounting is indefensible under 
the attacks of those who characterize it as 
“technical gibberish” in a field in which 
layman’s language could meet every situa- 
tion. Again, if the public is to be made to 
comprehend and judge results, the lan- 
guage used must be that of the reader and 
not of the technician. Efforts of corpora- 
tions, such as Caterpillar Tractor Com- 
pany and others, to find non-technical ex- 
pression prove that financial statements 
can be made understandable. Even critics 
of accounting practices commend such re- 
ports. Attacks have been made by many 
accountants on such terms as “profit and 
loss statement,” ‘“‘balance sheet,” ‘“‘re- 
serve,” and “surplus” for many years but 
the almost immovable inertia of tradition 
and precedent seems to make it extremely 
difficult to bring about changes. New at- 
tempts must be made on the ground of the 
need for public understandability of cor- 
porate reports. A balance sheet could be- 
come a “statement of investment,” which 
it clearly is, and surplus could become 
“profits employed in the business,” with 
complete and immediate understanding on 
the part of the uninitiated reader. Other 
terms need clarification and standardiza- 
tion, and only bold, positive steps can get 
the job done. 

Then too, more attention should be 
given to the need for developing standards 
of minimum disclosure in the income re- 
port and other financial statements. The 
presentation of balance sheets without in- 
come statements and income statements 
without balance sheets in published re- 
ports should be condemned. Standards of 
classification, of segregation, and of ex- 
planation should be developed in such a 
way that no essential or important fact 
upon which to formulate an opinion can 


be omitted. Such important items of in- 
formation as the current market value of 
an inventory carried on the “lifo” basis 
should at least be required parenthetically, 
In all respects, accounting presentations 
should be tailored to the public under- 
standing by means of a code of minimum 
disclosure which invalidates any state- 
ment which fails to tell a full and clear 
story. 


ECONOMIC INCOME 


When all of the foregoing has been re- 
solved and put into practice, and only 
then, does it seem logical that corporate 
accounting will have a solid base upon 
which to deal with the separate question of 
economic income. Only then will there be 
the necessary common denominators in 
corporate reports that can be subject to 
further equation in a way that will measure 
economic gain. 

The case for corporate statements of 
economic income has been well made by 
many accounting writers and it need not 
be repeated here. This is not an argument 
against it. This is, on the contrary, a plea 
for the modernization of income account- 
ing practices along conventional lines in 
terms of the cost principles before any 
venture is made into a new ground of in- 
terpretation in terms of appraisals, price 
indices, and changing dollars. 

It is tempting to consider at length 
these various proposals for deviation from 
the historical dollar. A number of sug- 
gestions have been advanced. Some would 
employ a formal quasi-reorganization pro- 
cedure “when recorded monetary values of 
corporate assets are no longer significant 
measurements of the accountability of the 
corporation for those assets.’’® Some would 
use annual appraisals, without such 
formality, to measure replacement values 
of plant and compute annual depreciation 
thereon. Some would use construction cost 

5 Report of Committee on Accounting Procedure to 


Executive Committee of American Institute of Ac- 
countants, October 26, 1946, p. 4. 
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indices or other price indices to adjust 
recorded costs of plant to current cost 
equivalents for depreciation purposes. 
Some have proposed the extension of the 
‘lifo” procedure to plant assets. The 
ultimate and probably best suggestion, if 
anything is to be done, is to adjust all long- 
lived assets to new cost amounts which 
compensate for the fluctuating value of the 
dollar in each year, by broad price indices. 
Some of these proposals would show bal- 
ance-sheet figures at adjusted amounts, in 
one way or another, while others would 
confine the restatements to the income 
accounts. The planning is still in the pre- 
blueprint stage, for no one method has re- 
ceived predominant support. 

As a matter of pure abstract theory, it is 
difficult to argue against the ultimate 
adoption of some means of measuring 
economic income. However, it is quite 
easy to argue the practical difficulties in- 
volved in a deviation from a fixed unit of 
stewardship accountability to re-measure- 
ments in terms of index numbers, ap- 
praisals, or other less precise factors. Small 
companies would be slow in getting around 
to accepting the need for such interpreta- 
tions of operating results. In fact, many of 
the larger companies would not fall in line 
with such proposals for a long, long time. 
A recent survey conducted by Controllers 
Institute of a representative group of 
members resulted in a vote of more than 4 
to 1 against any deviation from the his- 
torical cost principle. By the time any 
solid portion of general business could 
agree upon and effectively put into prac- 
tice a method of economic remeasurement 
of dollar income, the need may well be 
found to be non-existent. Prices may soon 
attain a new stability. Obsolescence in 
many old plants and in much of the older 
machinery has a great leveling effect on 
performance, and the greater efficiency of 
more expensive but improved new facil- 
ities may in many cases result in differ- 
ences in economic utility which correspond 


13 


to the difference in depreciation charges. 
Research may well disclose that, over a 
period of years, technological improve- 
ments in plant construction and equipment 
have kept pace with the decline of the 
dollar, so that in productivity the plant 
dollar of today is as good as ever. The 
same argument of many companies for 
not restoring fully amortized war facilities 
to the accounts and charging depreciation 
on them—that many of such facilities were 
left with marginal utility—may well be an 
argument against adjusting the monetary 
cost of a three-story plant building con- 
structed in 1926 when a one-story new 
plant at higher cost would be more effi- 
cient. 

There are many other factors to be con- 
sidered. Any attempt to reflect economic 
income in a financial report would have to 
take into account the effect of the changing 
value of the dollar in all accounts, not just 
some of them. Discount on long-term 
funded debt would have to be restated at 
current cost. The payment of long-term 
debt would create a credit element that 
would in many cases offset the conversion 
of fixed asset costs to current dollars. It 
may well be that the simplest way of deal- 
ing with a plant constructed ten years ago 
with funds secured through a long-term 
amortizing bond issue would be to recog- 
nize that the debt is being paid in current 
dollars that reflect actual economic cost at 
the time of payment more satisfactorily 
than would any method of price indexing. 

In any event, the opportunities for 
deliberate misrepresentation, for innocent 
confusion, for public misunderstanding 
and distrust, during a long period of ex- 
perimentation and diverse practices in 
computing economic income are great. If 
anything is to be done, it should only be 
done by the parallel showing of both con- 
ventional dollar income and “stabilized 
dollar” income for an experimental period 
long enough for one uniform method to 
survive because it can demonstrate a use- 
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fulness founded on public understanding 
and confidence. 

The adoption of the “lifo,” or last-in 
first-out, method of pricing inventories 
some years ago, and the recent extension 
of the practice to non-fungible stocks by 
the application of index numbers, sets up a 
difficult question to be considered in this 
connection. There are many who believe 
that the fiction that “‘lifo” is a “flow of 
cost factors” goes too far from reality to 
be sensible. Clearly, “lifo” is an attempt 
to get as close as possible to economic in- 
come in inventory accounting by applying 
most recent costs against current revenues. 
In the language of one accounting author- 
ity, we have left one shore by accepting 
“‘lifo,” as it is now applied, and we must 
get to some shore either by going on or 
going back before we can find a stable 
foundation. This being the case, the most 
logical way would be to return back to a 
shore in which the cost dollar is the com- 
mon denominator and all accounting 
measurements are made in those terms, 
both with respect to inventories and with 
respect to plant. Once. that type of con- 
ventional accounting is developed to the 
point where it meets all the other require- 
ments of understandability herein enu- 
merated, it would be an easy proposition 
to experiment with supplemental state- 
ments aimed at measuring economic in- 
come in contrast. It may or may not be 
significant but it is apparently a fact that 
with all the theoretical discussion on the 
question of economic income thus far, no 
public corporation has as yet presented 
any form of statement which clearly pur- 
ports to show income on a traditional ac- 
counting basis compared with income on 
the economic basis. One anonymous ac- 
countant may have had the practical 
answer when he suggested that his com- 
pany would like to show a computed 
economic income to labor but use unad- 


justed traditional income in selling new 
securities. 
CONCLUSION 

There is always a logical order in build- 
ing. Windows are not fitted until walls 
have been built and ceilings are not con- 
structed before floors. The planning and 
blueprinting is geared accordingly. By the 
same token, it is more logical that we com- 
plete a sound framework for financial re- 
porting before we attempt to attach to it 
complex modifications that will collapse 
the entire structure because they leave too 
many unconnected and weak parts. 

There is a big job to be done here and it 
is not exaggeration to say that the stakes 
are high. The job of developing satisfac- 
tory income reporting will require the 
openmindedness of business managements 
and the full and deliberate efforts of 
teachers of accounting and practitioners 


of accounting. If this discussion is right in | 


its measure of the importance of the sub- 
ject—if it is desirable for the public to 
know the whole truth about corporate 
profits, if such knowledge would bring 
about mutual trust between the now con- 
flicting economic rivalries on a factual 
basis—then the goal is worth the effort. 
We should move rapidly, with the convic- 
tion that here is something that transcends 
momentary advantage, abstract theory, 
tradition and precedent, and that it may 
require the sacrifice of some freedom of 
action. 

As the corporate system goes, so goes 
the economy. As the economy goes, so 
goes the political and social structure. 
Somehow the problem of economic bal- 
ance must be solved or all of society will, 
in one way or another, either end in dicta- 
torship or revert to the “pre-industrial 
revolution” status of family self-sufficiency 
in which there are not problems of ex- 
change or distribution. It is an interesting 
contemplation. 
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THE EFFECT OF CHANGING PRICE 
LEVELS UPON THE DETERMINA- 
TION, REPORTING, AND INTER- 

PRETATION OF INCOME 


WILLARD J. GRAHAM 


The other day a student was asked, “Where is 
the capital of the United States’? His answer 
was, “On loan all over Europe.” There is a better 
answer to this question. The capital of the United 
States, the capital invested in business, is being 
distributed to stockholders and other owners 
under the guise of income and it is being paid to 
government as taxes on income. 


“the effect of changing price levels on 

the determination, reporting, and in- 
terpretation of income.’ I have firm per- 
sonal convictions that current costs, and 
only current costs, should enter into the deter- 
mination of income. In 1934, I wrote a 
monograph’ in which I attempted to state, 
from the point of view of public utility 
valuation, the case for the use of current 
costs in determining the amount of the 
rate base and the amount of the annual 
charge for depreciation. (This monograph 
has had remarkably little effect on the de- 


[ = very strongly on this subject, 


- cisions of public utility commissions and 


courts. Ever since it was published there 
has been a distinct trend in the direction 
of the use of original costs for these pur- 
poses.) For public utilities, of course, the 
problem is much more critical than for un- 
regulated business, because under rate 
regulation the method of computing costs 
determines selling prices, the rates which 
utilities may charge for their services.” 
Unregulated business, on the other hand, 
is in an entirely different situation. Inso- 


‘Public Utility Valuation, University of Chicago 
Press, 1934. 

* The basic principle of public utility regulation is 
that the allowed rates shall cover all necessary costs of 
operation, including depreciation, plus a “fair” return 
on the “fair” value of the property which is used and 
useful in carrying on operations. 


far as there is any relationship between 
selling prices and costs, it tends to be be- 
tween selling prices and current costs. 
For unregulated business, then, the ac- 
countant’s choice between current cost and 
original cost has little or no effect on selling 
prices. However, his choice does affect the 
determination, reporting, and interpre- 
tation of income, and that is the subject of 
this discussion. 

For over a decade I have been advocat- 
ing the use of current costs in the deter- 
mination of income, to my classes on the 
campus at the University of Chicagg, to 
down-town evening classes of business 
men, and to local chapters of various 
accounting organizations. I have seen here 
and there some effect of these discussions 
on the thinking of individuals and on the 
accounting practices of certain corpor- 
ations. There have always been account- 
ants and others who have held similar 
opinions; and within the last few years 
there has arisen a general and ever increas- 
ing uneasiness about current accounting 
practices—a feeling that accountants 
should ‘‘do something” about the unreality 
of income figures based on original costs. 
Up to this moment, however, in spite of 
dozens of speeches and articles on the 
subject and the conversion to the current 
cost point of view of many of the leaders 
in the accounting profession, almost noth- 
ing constructive has been done to remedy 
the situation. 

The validity of the principle that only 
current costs should enter into the deter- 
mination of income is independent of the 
fact of price change, or the amount of the 
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difference between original costs and cur- 
rent costs. Even in periods of stable prices 
the use of original cost is justified only by 
the fact that the results are substantially the 
same as those that would be secured by the 
use of current cost. In such periods, the 
basic assumption that the dollar has a 
constant value is close enough to the truth 
that not too much damage is done to 
income figures by following that assump- 
tion. However, the degree of error arising 
from the use of original costs does depend 
on the amount of price change; recent 
price changes have increased that error to 
intolerable proportions. 

Income, as ordinarily computed and 
reported, arises primarily from two related 
but to some extent independent sources. 
First, there is the margin between selling 
price and current cost of acquisition and 
selling—the cost at the time of the sale. 
This I shall call “management profit.” 
It has been defined as income after the 
“recovery” of physical capital—the pro- 
vision for replacement, at current costs, 
of the equivalent of the physical capital 
consumed in earning the revenue.* Second, 
there is the so-called “gain” or “loss” 
arising from the change in price between 
the time of acquisition and the time of 
sale, or between acquisition and consump- 
tion. This has been called “price profit,” 
or “price loss,” or “market profit” or 
“market loss.’”’* Actually when such price 


3 “Recovery” of the equivalent of the physical capi- 
tal consumed does not imply the creation of a cash fund; 
the term is used to describe the conversion of the orig- 
inal physical capital, through sale or consumption, into 
other units of capital which may or may not be identical 
in form with the original. These new units of capital 
must be the “equivalent” of those they replace before 
there can be any profit; and “equivalent”’ means equal 
in service potential, or, to be more practical, equal in 
purchasing power as measured by a price index, prefer- 
ably an index specialized to the items of capital con- 
sumed, or possibly a “plant” index or even a “business 
entity” 

* It must be granted, of course, that to some extent 
management influences the amount of market profit or 
loss by the timing of acquisitions. In periods of rapid or 
prolonged price change, however, management’s control 
of this factor is negligible. 


profit is due primarily to changes in general 
price levels, it is not profit at all, but mere- 
ly a restatement of capital in terms of 
different monetary units. Only when there 
has been a specific price change of greater 
or less magnitude than the change in 
general prices can price profit be said to 
exist. In any case, this so-called “profit” 
is ordinarily absorbed in the preservation 
of physical capital—its current replace- 
ment or the provision for its replacement 


at current costs. (If a “loss,” it is “re- 


funded” through the replacement—or 
provision for replacement—at prices lower 
than its original cost.)® 

The effect of changing price levels upon 


5 A more complete statement of the distinction be- 
tween ‘management profit” and “‘market profit” fol- 
lows: 

Where capital—merchandise or fixed assets—must 
be replaced about as fast as it is consumed, only man- 
agement profits (or losses) are significant, because in 
such a situation it is impossible to ‘‘realize’’ market 
profits. This applies particularly to “normal” inven- 
tories, and (to quote William J. Vatter) ‘‘to fixed assets 
of such divisibility and age characteristics as to result 
in a continuous replacement stream whose constant 
rate will just maintain the level of operations.” 

Where capital need not be replaced currently, it is 
possible to “‘realize’’ market profits or losses. Whether 
this realization is significant depends upon whether the 
price change responsible for the market profit or loss is 
a general price change or a specific price change which 
is greater or less than the change in general prices. If 
due to a general price change, the market profit or loss 
is only “nominal”—in dollars only, not purchasing 
power. In case of a specific price change, a real market 
profit or loss may be realized, but only to the extent 
that there is a differential between the specific price 
change and the general change—and then only if the 
capital is not replaced as sold or consumed. 

Therefore, if the physical inventory at the end of the 
accounting period is as large as or larger than at the 
beginning of the period, there is no realized market 
profit or loss; the only profit is ‘management profit,” 
the excess of the total selling prices over the current 


costs of acquisition and sale. If, on the other hand, the - 


physical inventory has decreased during the year, a 
market profit or loss may have been realized, but its 
significance depends on the relationship between the 
specific price changes and the change in general prices. 
With respect to fixed assets, if acquisitions or replace- 
ments are equal to depreciation charges during the year, 
no market price profits or losses are realized. If replace- 
ments are less than depreciation charges, market profits 
or losses may be realized. Again as in the case of inven- 
tory, their significance depends on the relationship be- 
tween the specific price changes involved and the change 
in general prices. (Note discussion on “Equivalent Re- 
placement” of fixed assets depreciated, in text below, 
pp. 20-21.) 
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periodic income has created a problem 
that accountants should solve now. If it is 
at all possible, action should be taken 
before the issuance of the 1948 annual 
corporate reports. The problem is so im- 
portant that its solution cannot be deferred 
“yntil a stable price level would make 
it practicable for business as a whole to 
make the change at the same time.’”* 

An analysis of the reported corporate 
income for 1947 indicates the urgency of 
this problem. The total net income of all 
corporations in the United States was 
reported to be about $17.5 billion after 
income taxes. Of this amount, however, 
at least $7 billion was price profit, an 
estimated $5 billion in inventories, and 
approximately $2 billion arising from the 
conversion of low cost fixed assets by way 
of depreciation based on original costs in a 
period of substantially higher costs.’ Thus 
the total corporate profit in 1947, after 
recovery of the physical capital con- 
sumed—after provision for its replacement 
at current cost—was not $17.5 billion but 
only about $10.5 billion. Only this amount 
was available for payment of dividends, 


expansion of physical capital, and retire-_ 
‘ment of debt.* Furthermore, when this 


adjusted profit of $10.5 billion is related 
to total corporate net worth of at least 


and High Costs, Accounting Re- 
search Bulletin Number 33: of American Institute of 
Accountants, December 1947. 

7 A $5 billion price profit in inventories seems much 
more significant than a $2 billion price profit from 
depreciation computed on the basis of low original cost. 
It should be noted, however, that price profits or losses 
in inventories present a problem only in the period of 
price change or in the period immediately following, 
whereas a single change in the price of fixed assets affects 
the accuracy of depreciation charges so long as there 
remains in use any substantial quantity of fixed assets 
bought before the price change. Thus one sharp price 
change, not reversed, may render inaccurate for as long 
as 25 years or more the depreciation charges based on 
original cost. Of course the amount of the error de- 
creases as successive units are replaced at higher costs. 

"Income taxes of approximately $2.8 billion were 
paid on this price profit of $7 billion. A part of this 
amount may be recovered in the form of lower income 
tax payments, if and when prices decline and the result- 
ing price losses are deductible from taxable income. 


17 


$225 billion (adjusted to current price 
levels) it is seen that total corporate 
profit in 1947 amounted to less than 5% of 
the present value (current cost net of 
liabilities) of total corporate net worth. 
This is a far cry from a generally accepted 
notion that corporations earned $17.5 
billion, which is described as about 10% 
on a net worth which has a cost or book 
value of $175 billion. It would seem that 
the charge so frequently heard—that 
corporations are making excessive profits— 
is hardly justified.® 

If substantial revisions are not made in 
accounting practices relative to the deter- 
mination of income before publication of 
1948 corporate reports, the discrepancies 
between management profits—profits 
after recovery of physical capital—and 
reported income may be even greater in 
1948 than they were in 1947, for costs 
are still increasing.’® 

Why should current costs and only 
current costs be used in the determination 
and reporting of income? The answer is 
very simple. The information presented 
in accounting reports must be useful for 
making decisions. Accounting is only a 
service activity, though a highly important 
one. Its primary function in business is to 
furnish information to certain persons and 
institutions, and the only important use 


® Profits for 1946 and 1947 were further overstated 
by the omission of depreciation on “fully amortized 
emergency facilities” still “used and useful” in current 
operations. The “fair value’’ of these properties (less a 
reserve of 38% because they are not subject to depreci- 
ation in determining taxable income) should have been 
restored to the books, and proper depreciation charges 
made against current revenue. Most corporations are 
not following this procedure. 

10Tt should be noted that great differences exist 
among industries, and even among corporations within 
a single industry, with respect to the relative amount of 
inventory and its rate of turnover, and the relative quan- 
tity of fixed assets, their dates and cost of acquisition, 
and their depreciation rates. These differences result in 
wide variations in the amount of price profits, and make 
it difficult, if not impossible, for the reader of an ac- 
counting statement to make his own adjustments of the 
amounts reported to him, in an attempt to determine the 
“management profit” of a particular corporation. 
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of this information is to facilitate the 
making of decisions and the formulation 
of judgments. It follows that this infor- 
mation must constitute an appropriate 
basis for these decisions. 

The final test of the soundness of any 
accounting principle is, in my opinion, 
simply this: Will the application of the 
principle produce accounting information 
that is most likely to lead to correct decisions, 
to the formulation of sound judgments? 
It is primarily from this standpoint that I 
shall examine the proposition that the 
cost of goods sold, and the annual charge 
for depreciation, should be based on cur- 
rent costs rather than on original costs. 

The most important purposes for which 
accounting information is accumulated 
are the following: 

1. Reporting to management. 

2. Reporting periodically to owners, creditors, 

and investors. 

3. Reporting to employees, as individuals and 

as organized groups. 

4. Reporting to public agencies and to the 

general public. 

5. Compilation of statistics on national in- 

come. 


6. Determining income which is appropriately 
taxable. 


The first objective, that of reporting to 
management, is perhaps the most impor- 
tant single function of accounting. It is an 
established fact that competent manage- 
ment does, in fact must, make its decisions 
on the basis of current costs and even 
anticipated future costs." Past costs are 
useful to management only in the deter- 
mination of current or probable future 
costs, and are used by good management 
solely for this purpose. I have frequently 


1 A business decision is a choice between alternatives 
—yes or no—this or that—now or then—etc. Factors 
that are the same for all alternatives should be disre- 
garded and the decision governed by differences between 
the alternatives. The past—all of it—is common to all 
alternatives and can therefore be disregarded in making 
the decision, except, of course, as facts about the past 
throw light on the present and the probable future. 


challenged the members of my classes, 
both the students on the campus and the 
business men downtown, to state one 
business problem the solution of which 
depended upon information about past 
costs, assuming information about current 
costs and probable future costs to be 
available. That challenge has never been 
accepted. Certainly management requires 
knowledge of current inventory cost, not 
past cost; and insofar as the depreciation 
factor enters into a management decision, 
only current and future costs can have 
any possible bearing.” The only exceptions 
arise from legal, contractual or regulatory 
provisions which specify original cost as a 
determining factor. The fact that such 
provisions do specify depreciation and 
other factors on the original cost basis, as 
in the determination of taxable income, 
public utility rate-making, etc., is respon- 
sible for some of the most serious problems 
now facing certain segments of our busi- 
ness economy. 

But where does management get the 
current cost and income information that 
it must have? Not, in most cases, from the 
accounting records, for they usually re- 
flect only original cost. Special reports- 
must be prepared, often at great expense, 
to secure the information that should be 
available from the regular cost and income 
reports. It is on the basis of this “adjusted” 
information that management appraises 
the effectiveness of past and current oper- 
ations and plans for the future. For ex- 
ample, in planning selling prices for a 
future period their adequaey is against the 
estimated future costs at the time the goods 
will be sold. Budgets and quotas must be 

12 To the solution of many business problems the 
amount of depreciation is irrelevant. It can be stated 
as a general principle that information about the 
amount of depreciation might well be omitted from cost 


figures submitted for the solution of a management 
problem, unless the problem involves some decision 


about fixed assets, their acquisition, their prospective re- & 
placement, etc., and then only their current costs of F 


prospective future costs are relevant. 
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established on that basis. But in that 
period, what kind of information is fur- 
nished by the usual accounting reports to 
management for its use in measuring 
accomplishment? Probably information 
based on original costs! So again manage- 
ment must “adjust” the figures to a cur- 
rent cost basis before it can use them in 
appraising the degree of achievement of 
the established goals! Hope for improve- 
ment in reports to management dims when 
one reads that 80% of controllers (inter- 
viewed in a recent poll) favor continuation 
of original cost as the basis for computing 
depreciation.” 

In the determination of income to be 
reflected in the annual corporate report, the 
accountant’s primary responsibility is to 
the stockholder. What kind of decisions 
are made by stockholders on the basis of 
reported income? Theoretically, stock- 
holders may attempt to appraise the effi- 
ciency of the officers’ management of the 
business, and may elect new officers if 
such action seems desirable. In practice, of 
course, it is rare for stockholders to exer- 
cise this prerogative. Actually the ordinary 
stockholder may decide only to hold his 
stock, sell it, or buy more. These are the 
decisions which the annual income state- 
ment should help him to make intelligently. 

The value of the stockholder’s invest- 
ment depends primarily upon the probable 
future profits of the corporation—profits 
after full provision for recovery of the 
equivalent of the physical capital con- 
sumed in operations. Only profits so 
defined are of any significance in an 
attempt to forecast the probable future 
course of the profits of the company or of 
the industry. One of the basic assumptions 
of accounting is that the business has 
continuity of life, and this “continuity” 


D. Davis, “Charging Depreciation on Original 
Py Favored in Study,” The Controller, July, 1948, p. 


depends upon the ability of the business to 
preserve—to recover through operations 
and to replace—the equivalent of the 
physical capital consumed in operation.” 
But is the stockholder given the infor- 
mation that will assist him in making a 
decision to retain, dispose of, or increase 
his investment? No! The income figure 
reported to him does not distinguish be- 
tween management profits and price 
profits. And price profits are not a sound 
basis for predicting future profits; they will 
not recur without continued price advances 
and, if recognized, they will be cancelled 
by price losses when prices decline. 

It is becoming increasingly common 
practice to address the annual report to 
employees, as well as to stockholders, or 
to prepare a special statement for em- 
ployees. An employee may study the in- 
come statement to determine “whether 
this is a good place for him to work.” 
This depends upon whether the business 
is likely to continue operations at a high 
and profitable level, and what the chances 
are for regular employment at satisfactory 
wages. For the employee as for the stock- 
holder, then, only an income statement 
showing profits after full recovery of physi- 
cal capital consumed is a proper basis for 
the decisions which he must make. 

While it is not common practice to 
address corporate reports to labor unions, 
it is common knowledge that union rep- 
resentatives study published income state- 


14 This does not mean that the business will neces- 
sarily purchase precisely the same items, but the items 
purchased must be the “equivalent” of the physical 
capital consumed—they must be able to perform the 
functions which it is assumed the business will continue 
to perform. Does this not imply that the current opera- 
tions should be charged with the current cost of physical 
capital consumed in operation, that current operations 
should be charged with the current cost of replacing the 
physical capital consumed even though it is not replaced 
immediately or in ‘‘kind”’? If we assume that the busi- 
ness entity will have continued physical existence, how 
can we say that it has earned a profit unless in the deter- 
mination of that profit there has been charged against 
current revenue the cost of maintaining the physical 
capital? 


| | 
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ments, sometimes to find justification for 
increased wage demands. (I make this 
statement without any endorsement of the 
alleged principle that a company’s ability 
to pay is a proper basis for determining 
wage rates.) But an honest appraisal of 
ability to pay must make allowance for the 
necessity of maintaining physical capital, 
and not just for the recovery of dollar 
capital. Isn’t it possible that in recent 
years the accountant’s determination of 
an income figure that does not make such 
allowance for maintaining physical capital, 
that combines into a single figure income 
and a mere restatement of invested capital 
in more but smaller dollars, that includes 
in the net profit figure amounts that have 
been consumed in the process of continuing 
operations at the same levels—isn’t it 
possible that this overstatement of net profit 
is partially responsible for the first round, 
the second round, the third round, and 
soon perhaps, the fourth round of wage 
increases? Can we blame the leaders of 
organized labor for disbelieving manage- 
ment’s protestations about the unreality 
of reported profits when certified income 
statements support the union’s accusations 
of “unconscionably excessive corporate 
profits” for 1946, for 1947, and unless we 
do something about it now, for 1948? 

An increasingly important use of ac- 
counting data lies in the compilation of 
statistics of national income. These data 
now compiled by the Department of Com- 
merce and reported in its monthly publica- 
tion, The Survey of Current Business, are 
of major importance. On the basis of 
reported national income, especially 
changes in the direction of its movement, 
major economic policy decisions are made 
by government. The President’s Council of 
Economic Advisers leans heavily on these 
data in preparing its reports, and so does 
the Joint Senate and House Committee on 
the Economic Report of the President. 
Business, too, is making use of these 


statistics. For example, many firms, having 
found that their sales are a relatively 
stable fraction of national income, attempt 
to forecast national income and then esti- 
mate future sales accordingly. 

Accounting statements which do not 
present current costs distort the statistics 
of national income. To the extent possible, 
compilers of these statistics seek to make 
adjustments in the accounting data on 
which they must base their national in- 
come series. Reported corporate profits 
are now adjusted by an amount which 
seeks to correct for the failure to use cur- 
rent costs of sales. If this adjustment had 
not been made to last year’s data, national 
income would have been reported as $5 
billion higher than it actually was. This is 
not an insignificant error. It is one-eighth of 
the Federal budget. It is one-sixth of 
corporate profits before taxes in 1947. 
An error of $5 billion could have far reach- 
ing consequences for Treasury policy, 
Federal Reserve Board decisions, national 
wage policies, the sales estimates of busi- 
ness firms and therefore their investment 
and purchasing decisions. 

While the compilers of national income 
statistics have attempted to make ap- 
propriate adjustments in accounting data 
with respect to inventory valuation, they 
have failed to make comparable correc- 
tions in reported depreciation charges. 


As noted earlier, depreciation charges for . 


corporations alone, when computed on the 
basis of current costs, were about $2 billion 
greater than reported. Failure to adjust 
for this may result in serious errors in the 
formulation of national economic policies. 

Why should accountants present in- 


come figures that must be “adjusted”, 


before they are useful for such an impor- 
tant purpose as determination of national 
economic policy? And if the figures as 
reported are not useful for this purpose, 
what leads to the assumption that they 
are the most useful figures for the other 
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purposes for which they are prepared? In 
my opinion that assumption has no basis 
in fact. 

I have said many times before and I 
wish to repeat now that, in my opinion, 
accountants have been partially respon- 
sible for unstable prices and for the am- 
plitude of cyclical fluctuations. By our 
accounting methods we have stubbornly 
implied that the dollar has a constant value 
when, of course, we know that its value 
fluctuates widely. By charging unrealistic 
past costs against current revenue, we 
have constantly overstated profits in 
periods of rising and high prices. |We have 
thereby artifically stimulated the con- 
tinuation and expansion of business activ- 
ity at high levels and have thus been 
partially responsible for over-expansion, 
inflated stock prices, and unwarranted 
wage demands—some of the factors that 
carry business “booms” to dangerously 
high levels. Conversely, in periods of 
declining and low prices we have sub- 
stantially understated income, thereby 
contributing to the frequently erroneous 
impression that business in general is 
suffering losses. For frequently these 
reported losses are only price losses, and 
differ as much from management losses as 
the price profits reported in periods of 
rising and high prices differ from manage- 
ment profits. They result from charging 
against current revenues the high costs 
incurred in prior periods. If a business is 
able, in a so-called depression year, to earn 
a profit based on current costs, its oper- 
ations are satisfactory; the business is 
“recovering” its physical capital and mak- 
ing a real profit. To report otherwise tends 
to prolong the depression—to delay the 
recovery phase of the cycle. 

A good argument can be presented from 
the point of view that the practice of 
charging current costs against current 
revenue does not constitute a violation of 
theprinciple of amortization of actual costs, 


but instead a more realistic interpretation 
of that principle. Under conventional 
accounting methods, price changes are 
usually ignored until reflected in actual 
transactions. The basic assumption that 
the dollar has a constant value leads the 
accountant to write off against current 
revenues stated in current dollars the 
amortization of so-called actual costs 
stated in dollars of entirely different value. 
Depreciation on the basis of original costs 
charges to operations over the useful life 
of the asset—recovers—the dollar capital 
initially invested. Depreciation on the* 
basis of current costs really charges against | 
operations this same initial cost, measured, . 
however, in terms of current dollars, . 
thereby recovering the equivalent of the’ 
physical capital invested. Which of these 
is the more realistic interpretation of the 
concept of the amortization of actual 
cost? Certainly, the latter provides the 
better measure of the actual economic 
sacrifice incurred. It reflects a net income 
figure after provision for recovery of 
physical capital consumed. It avoids con- 
fusion of profits with a mere restatement 
of values in terms of the different mone- 
tary units. Any other concept of actual 
cost ceases to have significance when there 
is wide fluctuation in the value of the 
monetary unit in which the cost is meas- 
ured and reported. 

The statement that the use of current 
costs reflects a net income figure after 

4 It should be noted, however, that a “‘rationaliza- 
tion” of depreciation on current costs on the basis that 
this practice is really an amortization of actual costs 
in terms of different monetary units, would seem to 
indicate that only a general price index would be ap- 
propriate for the adjustment of original costs to a cur- 
rent basis. William Blackie, in an article to which 
reference is to be made later, does not agree, and insists 
that the use of specialized indexes does produce a cur- 
rent cost which is only a restatement of original costs 
in new monetary units. W. A. Paton, too, takes the same 
position in his article in the April, 1948, issue of the 
ACCOUNTING REviEw. It would seem that the use of 
specialized indexes implies replacement—or the provi- 
sion for replacement—at current costs. For a justifica- 


tion of specialized indexes on another basis, see text 
below on pp. 22-23. 
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provision for “recovery” of the physical 
capital consumed does not imply any 
relationship between the amount of the 
annual depreciation charge and the prob- 
able future cost of replacing the asset when 
it is fully depreciated. A sound depreci- 
ation policy charges to operations—‘‘re- 
covers’’—the current monetary equivalent 
of the initial investment in the physical 
capital consumed. This “recovered” capi- 
tal may be reinvested in similar or in 
different physical assets, immediately or 
at a later date, but such action should not 
affect depreciation policy. 

As a practical matter, however, de- 
preciation based on current costs does tend 
to “recover” from current operations 
sufficient funds to replace the physical 
capital consumed. The oft-repeated ob- 
jection that future replacement costs are 
unknown, and may be greater or less than 
total accumulated depreciation, is entirely 
irrelevant. The capital “recovered” by 
way of depreciation charges is generally 
reinvested in physical assets immediately 
at the current price level. By what may be 
called the process of “equivalent replace- 
ment,’’ most fixed assets consumed during 
an accounting period are, in effect, replaced 
during that same period. For example, if 
five identical trucks bought at varying 
‘ prices are depreciated in 1948 at 20% of 
their current costs, and one of them is 
retired and replaced during this same 
period, the depreciation charges on the 
five trucks equals the cost of the one new 
truck. The equivalent of one truck (20% of 
each of five trucks) is charged to operations 
and replaced currently. 

To expand this principle of “equivalent 
replacement,”’ assume that the composite 
or average annual depreciation rate on all 
fixed assets of a company is seven per cent 
and that this rate applies to the current 
cost. Assume further that expenditures 
for fixed assets of all kinds equal or exceed 
the amount of the depreciation charge. 


Then, in effect, the seven per cent of the 
fixed assets which is consumed during a 
period is replaced immediately at the 
current price level which is the same as the 
|depreciation base; the depreciation charge 
\does provide for the replacement of the 
assets depreciated. Thus, while provision. 
for the replacement of assets is_not the 
objective of depreciation, and although the 
probable future cost of replacement has 
no bearing on the amount of the annual 
charge, it still remains true that depreci- 
ation based on current costs does tend to 
“recover’’ physical capital and provide for 
its replacement currently.”® 

A qualification of this tendency should 
be mentioned. It is quite generally true 
that more fixed assets are acquired in 
periods of high prices than in periods of 
low prices. It follows, then, that in periods of 
high prices, expenditures for fixed assets 
will usually exceed depreciation charges 
based on current costs but that the reverse 
may be true in periods of low prices. Thus 
in periods of high prices, there is immedi- 
ately a full “equivalent replacement” of 
the assets depreciated at current costs. But 
the same may not hold true in periods of 
low prices. 

Since most assets are acquired in high 
price periods, current costs will tend to be 
below original costs more frequently than 
above. It is apparent, therefore, that over 
a span of alternate price rises and price 
declines, depreciation on the basis of cur- 
rent costs may not “recover” the full 
dollar costs of fixed assets. However, a 
continuation of the secular upward trend 
in prices—which most economists pre- 
dict—may offset this tendency. The net 
effect may well be that in the long run, 
current costs will be above original costs as 
frequently as below and total depreciation 


16 This concept “equivalent replacement” is dis- 
cussed more fully (though not under this label) in the 
author’s monograph referred to earlier, Public Utility 
Valuation. 
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based on current costs will “‘recover” the 
dollar capital invested. 

It should be noted here that if the 
income-tax laws were to be revised to 
provide for depreciation on the basis of 
current costs it is possible that over a 
full price cycle total depreciation would be 
lower and taxable income would be greater 
than if depreciation were based on original 
costs—unless, as indicated earlier, the 
effect of the upward secular trend in prices 
outweighs the effect of the present tenden- 
cy to buy more fixed assets in high cost 
periods than in low cost periods. However, 
such a tax provision would furnish an 
incentive to business men to acquire fixed 
assets at low costs, for the amount of the 
depreciation deduction for tax purposes 
would not be determined by the price level 
at the time of purchase. Under present 
tax provisions a part (now 38%) of the 
penalty for acquiring assets at high costs 
is transferred to the Federal government, 
because the full original cost is deductible 
for tax purposes through depreciation; 
if depreciation were based on current costs, 
this penalty would be borne wholly by the 
taxpayer. 

I have been talking at some length 
about why we should charge current costs 
against current revenue without defining 
current cost or describing specific account- 
ing procedures. 

What do we mean by current costs? 

With respect to merchandise or materials 
the definition is not too difficult. Generally 
speaking, the current cost of goods sold is 
the cost that is being paid or incurred or 
would have to be paid or incurred mow—at 
the time of the sale—for the same items.!” 


_ 1™In many cases the last purchase or other acquisi- 
tion cost furnishes the closest practicable approximation 
of current costs. However, this figure may be substan- 
tially inaccurate in certain situations; i.e., where pur- 
chases are infrequent, or the production period is long, 
or there have been sharp price changes since the last 
sizable purchase, or there have been sharp increases in 
costs after goods are produced, such as substantial in- 
creases in wages or in material costs. (Retroactive 


Under this concept it is clear that the 
determination of current cost is independ- 
ent of the fact of replacement. However, 
unless the items sold are replaced with 
identical items, direct evidence on current 
cost may not be available. For example, 
in the retail dress business styles and 
models are constantly changing, and re- 
placement of identical items is rare. In 
such a case an appropriate price index can 
be used to determine current costs. Since 
the Hutzler case, this method is available 
under certain conditions for determining 
taxable income. 

As to procedures, sales of the period 
should be charged with the current cost 
of the goods sold, as just defined. The 
offsetting credit should be split between 
two accounts. The inventory account 
should be credited with the original costs 
of the goods sold. The difference between 
the current cost and the original cost 
should be charged or credited to what I 
shall call the “Capital Adjustment Ac- 
count.” I shall discuss the nature of this 
account later. 

Some of the methods now is use—LIFO, 
the base stock, and inventory valuation 
reserves—have an effect on income similar 
to the method presented above, though the 
principles underlying them differ distinctly. 
For example, the “rationalization” of 
LIFO as an original cost method is based 
on distorted reasoning. Actually it is a 
method of charging against current sales 
approximately the current costs—the re- 
placement costs—of the goods actually 
sold, the last purchase price or prices 
being used as a measure of replacement 
cost. To justify the LIFO method on the 
basis of the flow-of-goods, or even on a 
flow-of-cost, is pure sophistry. It is an 
abortive attempt to appear to remain on a 


wage increases present a special problem; not only is the 
current cost of production increased immediately, but 
at least part of the retroactive payments are allocable 
to inventories on hand as additional original cost.) 
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past cost basis while actually departing 
from it in favor of current costs. 

The base-stock method differs from 
LIFO in that under the latter replacement 
costs are charged against sales only if 
replacements are actually made, while 
under the base-stock method replacement 
costs are charged against sales whether or 
not replacements are made. Under both 
of these methods the inventory account 
is credited with the replacement cost of the 
goods sold, thereby setting up unrealistic 
inventory figures for presentation on the 
balance sheet. 

Many companies not using the LIFO or 
base-stock method are attempting to 
achieve practically the same _ results 
through inventory valuation reserves set 
up by charges against income. This pro- 
cedure is about as satisfactory as either 
the LIFO or the base-stock method. It 
should be noted, however, that such re- 
serves should mot be based on the prob- 
ability of future price declines. Their 
creation by charges against income—as a 
part of cost of goods sold—is completely 
justified by the fact that prices have 
increased; the probable future trend of 
prices is completely irrelevant. But the 
amount charged to cost of goods sold, and 
added to or deducted from the reserve 
each period, should be equal to the “price 
profit” or “price loss” of the period; 
furthermore, the so-called reserve is really 
a Capital Adjustment Account. 

In passing it might be remarked that 
since unqualified certificates are frequently 
attached to income statements which 
reflect the LIFO method, or which show 
charges against income for the creation of 
inventory valuation reserves, consistency 
would seem to demand that a “clean” 
certificate be withheld from the client who 
refuses to eliminate inventory price profits 
by one of the methods available. 

Most of the methods used to determine 
cost of goods sold on a current cost basis do 
not yield accurate results because not all 
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of the elements of cost are so computed. 
These methods, as usually applied to raw 
material, work in process, and finished 
goods inventories, produce substantially a 
current cost with respect to raw materials, 
labor, and some items of overhead. But 
other items of overhead, particularly those 
which reflect the amortization of long- 
term commitments, remain on an original 
cost basis. Notable among these omitted 
items, of course, is depreciation. 

Turning now to current costs of fixed 
assets, they can be determined most 
satisfactorily by the use of appropriate 
indexes of costs and prices. Generally 
speaking fixed assets are not replaced with 
identical items, and frequently there are 
no “last purchases’’oreven price quotations 
to use as evidence of current costs. In 
most cases available indexes can be used 
singly or in combination, to secure satisfac- 
tory current cost figures. 

The choice of cost indexes should be 
determined primarily on the basis of their 
appropriateness for the purpose, not upon 
their availability. General price indexes are 
more readily available; but there are also 
several specialized cost indexes—and it 
would not be too difficult to .construct 
others—and these seem to be more useful 
for the purpose in hand. 

The primary objective of computing 
depreciation on the basis of current costs 
is to charge current revenue with the cur+ 
rent cost of the physical capital consumed 
in earning that revenue, to determine the 
net income figure after provision for the 
“recovery” of that physical capital. It 
would appear, therefore, that specialized 
indexes for specific types of fixed assets, 
or possibly an index for the plant as a 
whole, or even an “entity” index, would 
have more significance in business oper- 
ations and would be a more practical means 
of conversion than general price indexes. 
As I have indicated earlier, there tends to 
be “equivalent replacement,” on a current 
cost basis, of the physical assets consumed 
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in operation. Specialized indexes would 
tend to charge against operations, as a 
cost of the assets being consumed, ap- 
proximately what it zs costing currently 
for their “equivalent replacement.” 

To account for depreciation on the 
basis of current cost I recommend the 
following accounting procedure: It is not 
necessary to change the rate of depreciation, 
but the rate is applied to an adjusted base. 
This base is computed by multiplying the 
original cost of the assets by a fraction— 
the numerator of which is the cost index 
of the current year and the denominator 
of which is the cost index of the year of 
acquisition. The depreciation cost so 
computed is charged to depreciation ex- 
pense and appears as a single figure in the 
income statement. (In my opinion nothing 
is achieved by separating on the principal 
statement depreciation on original cost 
and the so-called depreciation on appreci- 
ation. Such a separation only leads to 
confusion on the part of most of the readers. 
For the more sophisticated reader sup- 
plementary figures may be shown in foot- 
notes for more detailed analysis of operat- 
ing results.) 

The offsetting credit for this depreci- 
ation charge is split between two accounts. 
The amount representing depreciation on 
original cost is added to the regular reserve 
for depreciation. The difference between 
depreciation on original cost and de- 
preciation on current cost is charged or 
credited to the Capital Adjustment Ac- 
count mentioned earlier. When the asset 
is retired the loss or gain on retirement will 
be computed by multiplying the per cent 
of the estimated life not yet expired by the 
current cost of the asset at the time of 
retirement, and deducting therefrom the 
net salvage.!8 

The Capital Adjustment Account to 


18 For example, assume that in 1939 a machine was 
purchased for $10, 000 and had an estimated life of 10 
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which I have referred should appear in the 
proprietorship section of the balance sheet. 
It isan adjustment or restatement, in terms 
of a new level of prices, of the owner’s 
capital investment. One author calls it a 
“price change capital account.’ Some 
might insist that it is actually realized 
appreciation surplus. However, the cor- 
responding assets are required for the 
current replacement of an amount of phys- 
ical capital equivalent to that consumed 
in operation; it would seem, therefore, 
that none of the words—“realized,” or 
“appreciation,” or “surplus,” is appro- 
priate.” 


years. Depreciation is charged at the rate of 10% of 
current cost. In 1947 the asset is scrapped, after 80% 
of its estimated useful life has expired. Total deprecia- 
tion to date of retirement is $14,000, of which $8,000 
has been credited to the depreciation reserve and $6,000 
to the Capital Adjustment Account. The current cost 
(original cost adjusted by an appropriate cost index) at 
time of retirement is $18,000. The suggested entry on 
retirement is: 
Debit: Reserve for Depreciation $8,000 
Loss on Retirement : 
Credit: Machinery $10,000 
Capital Adjustment $ 1,600 
The “Loss on Retirement” is computed by multiplying 
the current cost at time of retirement ($18, 000) by the 
per cent of estimated life not yet expired (20%). The 
credit to the Capital Adjustment Account is the differ- 
ence between the current cost of the undepreciated 20% 
of the asset ($3,600) and its original cost ($2,000). 
Any other method of handling retirements will negate 
the results of the current cost method. 

19 William Blackie, What is Accounting For—Now?, 
N.A.C.A. Bulletin, Vol. XXIV, Number 21. 

20 Two other solutions have been suggested to deal 
with the problem of current costs in excess of the original 
costs of the assets being’ depreciated: 

1. A few companies have charged to expense imme- 
diately the “excess”’ cost of assets acquired in high cost 
periods. If it were reasonable to assume 

(a) that all of the assets acquired during this period 

are replacements, 

(b) that replacements are fairly constant from year 

to year, and 

(c) that the “excess” cost is measured by the 

difference between the cost of the new assets and 
the original cost of the assets replaced; 
this method would achieve fairly satisfactory results. If 
all of these assumptions were true the total of the de- 
preciation charges based on original costs and the 
“‘excess’’ cost of fixed asset acquisition would be about 
equal to depreciation based on current cost. Since it is 
unlikely that these assumptions are reasonable, this 
method is not recommended. 

2. Another method suggested is that of amortizing 
the “excess” cost of fixed assets acquired at high cost 
levels over a relatively short period, perhaps three to 
five years, on the basis that the construction or acquisi- 
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The determination of income based on 
current cost does not necessarily imply that 
the balance sheet should be corresponding- 
ly revised to reflect assets and proprictor- 
ship at present values. I doubt the ad- 
visability of constantly adjusting book 
vaiues, either in the books or on the 
balance sheet, to a current cost or present 
value basis. I would recommend, however, 
that these values be shown parenthetically 
on the balance sheet. 

A balance sheet has never been a state- 
ment of financial condition in the strict 
meaning of that term. It has been rather 
an historical summary of the effect of 
operations to date. The right-hand side of 
the statement shows the net amount of 
capital received, to the balance sheet date, 
from each of the various sources—credi- 
tors, owners, and retained income. The left 
side shows the net amount of that capital 
invested in each of the various assets at the 
balance sheet date. This statement, par- 
ticularly in comparative form, is extremely 
useful in studying the development and 
the progress of the business, in analyzing 
the financial policy of management, and 
in appraising its effectiveness. About the 
only part of a single balance sheet that is 
at all useful is the net working capital 
section, and the items in this section tend 
to be on a current cost basis.™ 


tion of these assets would have been deferred to a lower 
cost period if they had not been needed in the immedi- 
ate, high cost, future. This method assumes the ability 
to predetermine rather accurately the future date when 
fixed asset costs will decline and the level to which they 
will decline. It would seem, therefore, that justification 
for its use rests upon ability to prophesy. It is not rec- 
ommended. 

21 Many authorities disagree with this point of view 
and insist that the base for the annual depreciation 
charge must appear as the balance sheet account. 
William Blackie (op. cit) presents a strong case for such 
parallel treatment and describes in detail the appropri- 
ate accounting procedures. 

* It should be noted again that the accounting pro- 
cedure recommended with respect to costing of goods 
sold, including depreciation on a current cost basis, 
would result in an inventory value for the balance sheet 
that would be close to current cost. 


To make the balance sheet a full-fledged 
statement of financial condition would 
require not only a re-statement of the 
tangible assets at their present values but 
also an estimate of the value of the in- 
tangible phases of the business—based on 
the present and prospective earnings— 
and the inclusion of this item among the 
assets. I would recommend, therefore, 
that the fixed assets and the regular 
reserves for depreciation be shown at their 
original costs, with parenthetical state- 
ments of current cost for detailed analysis. 

The suggestion has been made that the 
principal income statement be prepared 
under the now generally accepted principles 
of accounting, with income determined on 
the basis of original costs, and that sup- 
plementary statements be prepared to 
show the effect on profit of using current 
costs. But the basic, the significant income 
amount is that based on current costs. 
This is the amount that should be re- 
ported to financial editors, stockholders, 
workers, unions, statistical agencies, the 
general public—because income so de- 
termined is the proper basis for the de- 
cisions which must be made by these 
persons and institutions. Therefore the 
principal statement should show income 
on the basis of current costs. Supplemen- 
tary information to show how the income 
would have been affected if the effect of the 
price changes had occurred without the price 
changes, may be of some interest to certain 
persons or institutions; appropriate foot- 
notes would serve their purposes. 

Here again we must make certain ex- 
ceptions for legal, contractual, and regu- 
latory situations in which original costs 
are specified as the basis for determining 
income. But, I should like to repeat that 
the sooner these provisions are stated in 
more realistic and appropriate terms, the 
better for our business economy. 
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THE INTERPRETATION OF INCOME IN 
A PERIOD OF INFLATED PRICES 


C. R. NISWONGER 


S A PRELIMINARY to the presentation 
A of the case for the use of historical 
costs in the determination or in- 
terpretation of income, let us consider the 
particular problem which has been created 
by the current inflationary spiral. Indi- 
viduals who depend upon salaries or wages 
as their means of livelihood have found, in 
general, that the salary increases which 
they have received since the war have been 
accompanied by commensurate increases 
in living costs, so that their income, in 
terms of economic benefits, has increased 
very little. Indeed, it may have actually de- 
creased. Similarly, in comparing the dollar 
income of business units earned in current 
periods with the income reported in earlier 
years, it is recognized that, in terms of 
economic income, the figures are not truly 
comparable. This lack of comparability is 
not a situation which has just arisen. Ever 
since the founding of our country the 
general price trend has been upward. There 
have been temporary reversals, of course, 
but historically the purchasing power of 
the dollar has been steadily declining. This 
trend of increasing price levels has been ac- 
companied by increases in the intrinsic 
value of many industrial properties and 
agricultural properties. For example, the 
the extension of transportation and com- 
munication facilities, has increased the 
usefulness and hence both the economic 
and dollar value of much of the physical 
property of the country. The benefits of 
such real appreciation have ordinarily 
been received through an increase in in- 
come derived from the properties or 
through their sale at a price in excess 
of cost less accrued depreciation. Our 
concern at the moment is with inflation- 


ary price increases rather than with 
changes in economic value. 

It seems advisable at this point to quote 
certain sections of the 1948 revision of the 
Association’s statement Accounting Con- 
cepts and Standards Underlying Corpo- 
rate Financial Statements. Throughout the 
statement there is a consistent adherence to 
the cost principle. For example, the follow- 
ing opinion is stated in the section devoted 


to the discussion of assets: ““There should / 


be no departure from the cost basis to re- 
flect the assets of an enterprise at amounts 
higher than unassigned cost.” Again, in 
the section devoted to expense, the follow- 
ing statement is made: “Expense is the cost 
of assets or portion thereof deducted from 
revenue in the measurement of income.”’ A 
footnote to the earlier quotation indicates 
that the effects of fluctuations in the pur- 
chasing power of money may be given con- 
sideration in order to aid readers in their 
interpretation of financial statements. The 
possibility is also recognized that there 
might be such a marked change in price 
levels as to result in the impairment of the 
usefulness of statements pased on cost. The 
committee preparing the statement is of 
the belief, however, that price changes dur- 
ing recent years have not been severe 
enough to warrant a departure from cost: 

The primary problem in the determina- 
tion and interpretation of income during a 
period of rapidly increasing prices is caused 
by the matching of revenues at current 
price levels with costs which represent 
the expiration of assets acquired at ma- 
terially lower price levels. Expenses or 
costs chargeable against revenue during an 
accounting period may be divided into two 
categories: (1) those which arise from a 
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current disbursement of cash or the in- 
currence of a liability, and (2) those which 
represent the using up of assets which were 
acquired in a previous period. When the 
benefits derived from a particular item of 
expense, such as sales salaries, are deemed 
to be realized at about the same time 
the expenditure is incurred, the purchas- 
ing power of the dollars of revenue and 
of the dollars of expense may, for prac- 
tical purposes, be considered to be the 
same. When, however, the benefits de- 
rived\from the consumption of an asset 
acquired in a previous period are matched 
against revenues of the current year 
the dollars of revenue and of expense 
which are being compared do not have the 
same values.(This matching of unequal 
dollars occurs in the three following situa- 
tions: (1) the sale of commodities when the 
flow of inventoriable items is assumed to 
be on the first-in, first-out basis, (2) in 
depreciating plant and equipment acquired 
in earlier years, and (3) in charging to ex- 
pense the cost of insurance, supplies, and 
other prepaid expenses acquired in earlier 
years) The third situation is mentioned 
here only for the sake of completeness. 
Some of the techniques applied to inven- 
tories and facilities are equally adaptable 
to insurance and supplies costs, but the 
effect of inflated prices on such items of 
expense is ordinarily not of great conse- 
quence. 

The example most commonly used to 
illustrate the inventory situation is that of 
the retail merchant who turns over his 
merchandise stock, consisting of one item, 
several times during the year. If our hy- 
pothetical merchant begins the year with 
one item on his shelves, say a pair of shoes, 
which cost him six dollars, and after re- 
peated sales and reacquisitions during the 
year he has one pair of shoes of the same 
kind in his inventory at the end of the 
year for which he paid ten dollars, there 
being no change in his other assets or in his 


liabilities during the year, his income would 
be four dollars for the year, before taxes, 
if the first-in, first-out flow were assumed. 
If the last-in first-out principle were ap- 
plied he would wind up the year with no 
income and in either case he has the same 
assets at the end of the year that he had 
at the beginning, again ignoring the effect 
of income taxes. 

Companies that employ the last-in, first- 
out method of inventory determination 
have largely eliminated from their income 
statements that portion of income which 
would otherwise have resulted from the 
use of the first-in, first-out or an average- 
cost method. It is not entirely clear 
whether, historically, the lifo method was 
based upon an assumed flow of goods, or 
whether its primary purpose was to match 
current costs against current revenues in 
businesses whose sales prices were highly 
sensitive to replacement costs, thus pre- 
venting inflation from entering into in- 
come. However that may be, the tax saving 
advantages of the method gave a great im- 
petus to its adoption by many businesses. 
With the high level of prices which 
prevails today and the tax disadvantages 
which would result from a decline, it is 
unlikely that many companies now em- 
ploying other methods wi! change to lifo. 
There is no reason why the method could 
not be adopted for reporting purposes, 
however, even though not for tax purposes, 
where it conforms with practices recog- 
nized within the trade or industry. An- 
other possibility would be to determine the 
amount of income attributable to price 
inflation, which could be disclosed in a 
note to the income statement or in the 
president’s report. It should be possible to 
make a reasonable approximation of the 
amount. The method most commonly 
being employed at present appears to be 
the establishment of reserves for inventory 
price declines. Out of a random sample of 
some ninety of the most recent annual re- 


por 

on 
pro 
rese 
ally 
gen 

not 

gro 

} in 
sho 
sale 
ac 
the 

of 
plu 
duc 

i ge 
tra 
the 
sin 
ha 
age 

a 

bo 

po 
fin 

sh 

co 
ou 
ad 
do 
tre 
pr 
oft 

b 
gr 

ca 

is 
of 
fre 
ex 

gu 
tre 

|: 
to 
ex 


Interpretation of Income in a Period of Inflated Prices 29 


ports of companies whose stocks are listed 
on the New York Stock Exchange, ap- 
proximately one-fourth carried inventory 
reserves on their balance sheets. Incident- 
ally, many others carried general contin- 
gency reserves, the purpose of which was 
not always disclosed. One-half of this 
group established or increased the reserve 
in the current period, the charge being 
shown variously as an addition to cost of 
sales, as an extraordinary expense, and as 
a charge following the net income figure, 
the remainder being described as “‘Balance 
of net income transferred to earned sur- 
plus.” As you know, the practice of de- 
ducting provisions for various contin- 
gencies from net income to yield a balance 
transferred to surplus developed during 
the war years. This, in my estimation, is a 
singularly equivocal device. Recent studies 
have shown that statistical reporting 
agencies customarily report the final 
amount as the net income, and that in the 
body of the report to stockholders cor- 
porate managements frequently use the 
fnal figure in computing earnings per 
share. If the purpose of the charge is to 
convert the inventory to the last-in, first- 
out basis in accordance with a policy 
adopted and consistentiy adhered to there 
does not seem to be any logical reason for 
treating the charge as an ambiguous ap- 
propriation of income nor in displaying the 
offsetting credit on the right side of the 
balance sheet among the heterogeneous 
group of items listed under the ‘‘Reserves” 
caption. If, on the other hand, the charge 
is to provide a cushion for the absorption 
of possible future losses which may result 
from a reduction in price levels, it is not an 
expense of the period but a speculative 
guess concerning the future, and should be 
treated as an appropriation of surplus. As 
expressed in the statement of accounting 
concepts and standards, the “ . . . addition 
to a reserve by a charge against revenue, 
except in recognition of expense, defers the 


recognition of income and impairs the 
significance of the financial statements.” 

Turning now to the consideration of the _ 
effect of inflated prices on depreciation and 
replacement problems, I find that the 
example commonly used is that of the 
individual who acquired a home sometime 
prior to the war and who now has an oppor- 
tunity to sell it at a price substantially in 
excess of cost. If he were to sell for its 
present inflated value he would realize a 
substantial money gain which would be 
subject to the income tax. But since he still 
needs a home he would be forced to pay an 
inflated price for another house; the net 
result being that, instead of realizing an 
income, he would be poorer by the amount 
of income tax paid on the sale. 

As was the case after World War I, 
considerable attention has recently been 
directed to sharp increases in the cost of 
items of plant and equipment, with the 
attendant problem of providing for re- 
placements. Then, as now, the view was 
often expressed in accounting and business 
journals that the periodic charges against 
revenue for depreciation based on cost 
permit an inflationary profit to creep into 
the income account, with the result that 
readers of the financial statements are mis- 
lead. During the early twenties many com- 
panies gave recognition to the increased re- 
placement cost of capital assets by record- 
ing appraisals in the accounts and charging 
revenue with depreciation based upon the 
appraisal value. This was followed, as we 
all know, by substantial write-downs 
during the deflationary period which came 
in the thirties. 

In 1936 the American Accounting As- 
sociation went on record as being opposed 
to appraisal write-ups. The Tentative State- 
ment of Accounting Principles Underlying 
Corporate Financial Statements, which was 
formulated in that year, contains the 
following statement: “If values other than 
unamortized costs are to be quoted they 
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should be expressed in financial statements 
only as collateral notations for informative 
purposes.” Bulletin No. 5, issued in 1940 
by the Committee on Accounting Procedure 
of the American Institute of Accountants, 
deals primarily with the problem of re- 
cording depreciation where appraisal write- 
ups have already been recorded in the 
accounts. A stand is taken, however, in 
favor of accounting for fixed assets on the 
basis of cost, and the statement is made 
that, “‘. . . any attempt to make property 
accounts in general reflect current values 
is both impracticable and inexpedient.”’ 
Bulletin No. 33, issued in December, 1947, 
reaffirmed the position that depreciation 
should be based on cost. 

A review of recent reports to stock- 
holders indicates that there is a lack of 
unanimity of opinion as to future price 
trends and also a lack of uniformity in the 
methods employed to acquaint readers 
with the problem. In his report to stock- 
holders, the president of one company 
stated that if the present level of construc- 
tion costs should continue into the future 
or even increase, our company’s normal 
depreciation allowance for replacement of 
existing pre-war plants would be inade- 
quate. He also indicated that in the event 
prices should decline in the future, the 
costs which had been incurred for new 
construction would be out of line with 
“normal values.” In order to provide for 
either eventuality the company established 
a ‘Reserve for replacement and/or exces- 
sive cost of new facilities,” the offsetting 
charge appearing as part of cost of goods 
sold, A few companies have treated what 
they considered to be excessive costs of 
plant additions during the year as an 
expense, carrying to the asset account 
only that which was deemed to be reason- 
able. One company adopted the policy 
of accelerating charges for the early years 
of use of facilities acquired since the war, 
amortizing over a short period of time the 
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excess of cost over prewar prices. Others 
indicated that the method of determining 
depreciation had been changed, without 
being very specific as to the nature of the 
change. The amount of the additional 
charge for the year attributable to the 
change in method was disclosed, however. 
A number of companies created a special 
reserve, the offsetting charge being treated 
variously as an expense, a deduction from 
net income, and a charge to earned sur- 
plus. Such a variety of methods is not 


aconducive to public understanding and 


confidence in financial reports. 

The adoption of the proposal that de- 
preciation be based upon appraisal values 
or upon some other hypothetical amount 
would result in a departure from the 
historical cost concept. The fact that 
proponents of the plan would not adjust 
the asset accounts to the valuations to be 
used in determining depreciation makes the 


/plan no less objectionable. As stated in 


J 


Accounting Research Bulletin No. 33, if 
this were done “... there would be no 
objective standard by which to judge the 
propriety of the amounts of depreciation 
charges against current income, and the 
significance of recorded amounts of profit 
might be seriously impaired.” 

A variation of the appraisal plan would 
use index numbers to convert original 
dollar costs to the equivalent dollar values 


at the end of each accounting period. The 7 
depreciation charge for the year would | 


then be based on the costs stated in terms 
of the inflated dollar. One of the practical 
objections to this idea is that no univer- 
sally acceptable price index is available. A 


cost-of-living index, or an index of whole- | 
sale commodity prices, would not be very | 


suitable for adjusting depreciation on 
buildings and equipment. If a satisfactory 
index were to be constructed it might be 
useful in planning for the replacement of 
facilities in the future; its use in deter- 
mining current charges to revenue would 
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represent a highly questionable deviation 
from historical cost. 
Still another variant that has been 


proposed is an adaptation of the lifo in- / 


ventory method. This method might be 
used by companies whose items of pro- 
duction equipment and commodities pro- 
duced have a high degree of homogeneity. 
To my knowledge there is at present no 
adaptation of the plan which could be 
applied to most companies. 

The principal arguments that have been 
advanced by the proponents of basing 
depreciation on values higher than cost is 
that it is necessary for the replacement of 
plant facilities and that adherence to the 
narrow legal concept of capital as a nomi- 
nal dollar amount rather than as physical 
plant and equipment necessary to the 
continuation of the enterprise will eventu- 
ally lead to the necessity of securing ad- 
ditional funds through borrowings or 
stock issues. There is the implication, even 
though the thought is not often specif- 
ically expressed, that selling prices are 
determined by costs, and that failure to 
adjust costs to reflect the effects of in- 
flation will result in the impairment of 
real capital. The desire of corporate 
managements to state the final figure in 
the income statement in terms of dollars 
of the 1939 or earlier vintage is under- 
standable. Recent studies have indicated 
that the public generally believes corporate 
profits to be higher than they really are 
and that, in any event, they are too high. 
A showing of increases in income is likely 
to be followed by demands for higher 
wages and dividends, demands which, if 
acceded to, might contribute to the in- 
flationary trend. Greater profits may also 
suggest to consumers the feasibility of 
reductions in prices. 

This leads to the last phase of my paper 
which consists of some general observations 
on the subject. An examination ofcorporate 
reports for fiscal years ending during the 


latter half of 1947, and thus far in 1948, 
reveals that various procedures have been 
employed in recognizing the effects of 
inflated prices in the determination and 
interpretation of income. They range from 
a cautionary statement in the president’s 
report that the reader should bear in mind 
that the income reported is stated in 
inflated dollars, to special expense items in 
the income statement to provide for either 
the possibility of continued increases in 


/prices or the possibility of sharp price 


declines. Some of the methods adopted 
are within the framework of the Associa- 
tion’s statement of accounting concepts 
and standards, but many contravene one 
or more of the concepts. 

The solution to the problem should be 
sought in the development of techniques 
which do not violate the generally accepted 
cost basis of accounting. It should be 
possible to acquaint readers of financial 
reports with the effects of high price levels 
on income by the use of surplus reserves, 
by parenthetical notations or footnotes in 
the financial statements, by supplementary 
schedules, and by a discussion of the prob- 
lem in the president’s reports to stock- 
holders. 

It has generally been agreed by the 
accounting profession for a great many 
years that the purpose of depreciation 


accounting has been the amortization of 4 


cost over the expected useful life of the 
asset. Indeed, we have emphasized the 
fact that it does not provide for replace- 
ment of assets. Similarly, it has been well 
understood that the inclusion of deprecia- 
tion in costs does not guarantee its re- 
coupment in selling prices. Selling prices 
are not determined by the addition of an 
arbitrary profit percentage to cost. Market 
situations range from monopoly to free 
competition, with various gradations of 
monopolistic competition in between. Cost 
is an important element in the determina- 
tion of selling prices but it is not the only / 
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element. Even the company which enjoys 
a highly monopolistic advantage is forced 
to compete for the consumer’s dollar 
regardless of how high its costs may be. 
For purposes of arriving at a tentative 
offering price for its products a company 
may well include allowances for various 
future contingencies in its estimated costs, 
but let us not abandon the cost concept in 
the determination of income until a sub- 
stitute can be found which will meet the 
test of objectivity. 

It may be that the purchasing power of 
money will continue to decline to the point 
where financial statements reporting asset 
costs will be virtually meaningless. If that 
should occur, new concepts and standards 
of accounting would need to be developed. 
A good case can be built up in support of 
the argument that the present high level 
of prices is bound to continue for at least 
a decade; but, on the other hand, there are 


many proponents of the “boom and bust” 
theory. Perhaps further exploration should 
be made along the lines developed by 
Henry W. Sweeney in his book ‘‘Stabilized 
Accounting.” 

In conclusion, it seems to me that we 
should be wary of yielding to pressures 
from the business community which will 
push us out on a limb from which we may 
be able to descend only by the use of 
a saw. It is doubtful whether some of 
the proposals which have been made, 
particularly those with regard to deprecia- 
tion, would be acceptable to management 
during a period of falling prices. We should 
not lightly abandon principles which have 
been evolved after a long period of study, 
discussion, and experience. Until new 
concepts are developed which will safe- 
guard the integrity of financial reporting 
the present body of standards should be 
adhered to. 
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MISMATCHING OF COSTS 
AND REVENUES 


Joun G. BLOCKER 


HE ACCOUNTING practices and the 

periodic financial statements of many 

business concerns are confusing, and 
in some cases grossly misleading to 
management, investors, creditors, students 
and the general public. In fact, it seems on 
occasions that only the accountants who 
originated the techniques or inherited the 
procedures from those who preceded them 
can explain the logic behind the accounting 
methods in use. 

When confronted with the blunt ques- 
tion of why a particular accounting prac- 
tice continues to be followed, in spite of the 
confusion and misrepresentation of ac- 
counting data which it creates, the frank 
executive confesses that his accounting 
techniques are governed by one or more 
of the following: (1) tradition or established 
custom, which discourages change in 
accounting methods or financial state- 
ments in order to avoid confusion to em- 
ployees or recipients of the company’s 
statements; (2) conservatism; (3) cost in- 
volved in a change in methods; (4) tax 
savings; (5) lack of understanding of 
accounting principles; and (6) desire of 
management to present a particular finan- 
cial picture. 

In order to correct one or more of the 
many confusing, misleading, or unaccept- 
able accounting practices which are to be 
found in daily use, a periodic re-examina- 
tion of the accounting policies and pro- 
cedures of every business concern should 
be undertaken at least once a year and 
each should be tested for compliance with 
accepted accounting standards and prin- 
ciples. Such remedial action has been 
encouraged by the recent Report of the 
Committee of the American Accounting 


Association on Revision of the Statement 
of Principles which was presented at the 
annual meeting of the American Account- 
ing Association in September, 1947, and 
printed in the January, 1948, issue of the 
ACCOUNTING REVIEW. 

While each of the fundamental concepts 
or principles which are contained in the 
Committee’s report is worthy of careful 
consideration and elaboration, one in 
particular, viz, the matching of costs with 
revenues, is selected because of its impor- 
tance in the preparation of the profit-and- 
loss or income statement which, during 
the past ten years, has been given priority 
over the balance sheet when conflicting 
policies and concepts require that a choice 
be made as to the more important of the 
two statements. If management, investors, 
creditors, and the general public base their 
decisions and actions upon the profit-and- 
loss statements which are submitted to 
them monthly, quarterly, or annually, it 
is imperative that the data presented in 
these statements be accurately prepared 
with as careful a matching of costs with 
revenues as is possible. 

It seemed to be an interesting project to 
contact executives of industrial enter- 
prises and public accountants in the mid- 
west for the purpose of ascertaining their 
opinions as to what extent profit-and-loss 
statements do not reflect an accurate 
matching of costs with revenues and are 
therefore misleading in their presentation 
of profit or loss figures. No formal question- 
naire was circulated, but twenty-five 
interviews were conducted. The interviews 
suggested the following presentation in 
this paper: (1) consideration of the impor- 
tance of the problem of matching costs 
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and revenues in the operation of business 
enterprises; (2) presentation of concepts of 
revenue and cost expirations; (3) exami- 
nation of established accounting policies 
and practices which result in improper 
“matching” and the presentation of in- 
accurate profit or loss data; and finally, (4) 
suggestions as to remedies that will result 
in more reliable and valuable profit-and- 
loss statements. 


IMPORTANCE OF MATCHING COSTS 
WITH REVENUES 


The accounting period concept is rela- 
tively a recent development in business. 
In antiquity the accounting period was the 
life of the business venture. The round 
trip of the sailing vessel or caravan re- 
quired many months, and the accounting 
period represented the span of life of the 
trading venture. As business became more 
complex and competitive, regular reports 
covering shorter periods of operation were 
demanded by the entrepreneur so that the 
financial progress of the concern could be 
presented in an orderly manner, and 
comparative studies of costs and income 
could be made. 

It became the custom to present finan- 
cial data for periods not to exceed twelve 
months with preference for an accounting 
period which would coincide with the 
natural business year. Gradually the 
demand for more frequent accounting 
reports has resulted in the trend toward 
the preparation of quarterly or monthly 
profit-and-loss statements. This demand 
has been of much concern to those who 
desire to prepare accurate financial state- 
ments, because it is generally accepted as a 
fact that the shorter the accounting period 
the more difficult is the task of preparing 
profit-and-loss statements. The procedure 
is complicated bectiase of the many prob- 
lems encountered in matching cost expira- 
tions against revenues identified with the 
period. It is only by proper matching that 


the profit or loss for any given period can 
be accurately stated. 


REVENUE 


A wealth of material has been written on 

the subject of revenue, but the recom- 
mendations of the Committee on Revision 
of the Statement of Principles can be 
adopted: 
The present committee would make the basic 
principle provide for recognition of revenue at the 
time of legal transfer of assets whether by delivery 
or otherwise, the performance of services, or the 
use of resources of one enterprise by another, 
provided there is concurrent acquisition of assets 
or a reduction of a liability. 


The accrual basis of allocating revenue 
to the proper accounting period is gen- 
erally identified with the sales basis of 
measuring revenue. Receipts are taken up 
in the accounting period in which the 
goods are sold or services furnished. The 
Committee recognizes that there must be 
certain modifications of the basic rule. 
These modifications are founded in the 
belief that in certain lines some activity 
may be more important than the delivery 
of goods or performance of services. These 
modifications are exemplified by enter- 
prises producing for special order, con- 
struction, production of staples, and the 
accretion of natural resources. There is a 
further modification of the basic rule 


founded in the hazard of instalment col- | 


lections. 
Regardless of which method is adopted 


for allocating revenue to the accounting © 
period, the costs necessary to create such © 
revenue must be allocated to the identical 7 
period if the income is to be accurately 7 
measured. Income, as the term is generally | 


used, is computed by matching revenues 


realized with costs consumed or expired, | 


in accordance with the cost principle. 


\ 
41 Thomas W. Leland, ‘‘Revenue, Expense and In- | 


come,” 


THE AccounTiING REviEw, January, 1948, 
p. 18 
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COST EXPIRATIONS 


The Committee gives accounting recog- 
nition to expenses in the particular period 
in which there is (1) a direct identification 
or association of the asset expiration with 
the revenue of the period, as in the case of 
merchandise delivered to customers; (2) 
an indirect association with or applica- 
bility to the period’s revenue of the de- 
duction or charge, as in the case of office 
salaries and rent; or (3) a measurable 
expiration of resources even though not 
necessarily associated with the production 
of revenue, past, present, or future, as in 
the case of losses from flood or fire. The 
Committee believes that the expense of a 
particular period should include all ac- 
counting costs not previously deducted 
from revenue and not reasonably appli- 
cable to future periods.” 


ACCOUNTING PRACTICES WHICH RESULT IN 
IMPROPER MATCHING OF COSTS 
WITH REVENUES 


The following examples of improper 
matching of costs with revenues are not 
isolated instances, but were found to be 
common procedures in many business 
enterprises. The list could be extended, 
but the executives and public accountants 
who were contacted agreed that the most 
common infractions are included. In 
general, they also agreed to the corrective 
measures that are suggested in each 
instance. 
Inventory Valuation 

Inventory valuation methods have been 
a common topic of discussion in textbooks 
and periodicals for many years so it is 
only necessary to review the two generally 
accepted methods, i.e., (a) cost, and (b) 
cost or market whichever is lower, in 
connection with the proper matching of 
costs with revenues. 


* Ibid., p. 18. 


Mismatching of Costs and Revenues 35 


Cost or market whichever is lower has 


received wide acceptance because it is a 
conservative inventory method. Its use 
results in the recording of losses but not 
profits prior to the sale of merchandise. 
The interviews indicated that it is still 
widely used in retail establishments, but 
that it is being supplanted by cost methods 
in industrial enterprises. The method re- 
sults in the reduction of profits of one pe- 
riod but the inflation of the profits of the 
next period in a corresponding amount. 
Mismatching of cost and revenues cannot 
be avoided and the profit or loss of each ac- 
counting period is incorrectly stated. 


Receiving and Handling Costs 


It is generally agreed that inventory 
costs should include all costs up to the 
point where goods are placed in the store- 
room or are in a salable state. The invoice 
price at the vendor’s shipping point, less 
all trade and cash discounts offered, plus 
transportation costs, cartage costs, in- 
surance, receiving, testing, temporary 
storage, and purchasing costs, represents a 
correct cost of inventories which should 
remain in asset status until matched 
against the revenues identified with their 
sale. The survey indicated wide variations 
in the policies adopted in the treatment of 
purchasing, receiving, and handling costs 
with freight-in being the only commonly 
included item. Generally the other items 
are treated as expenses or cost expirations 
in the periods in which they are vouchered. 

Few concerns purchase materials or 
supplies in the same quantities during 
each month of the year. Likewise, produc- 
tion and sales are seasonal. If purchasing, 
receiving, and various forms of handling 
costs are treated as current expenses, the 
charges to profit-and-loss are overstated, 
the value of inventories in stockrooms is 
understated, and there is a resulting under- 
statement of profit during periods when 
heavy purchases are being made. The situ- 
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ation is reversed when there are few 
purchases, but production and sales are 
large. Thus failure to use an accounting 
technique which will provide for the 
inclusion of purchasing, receiving, and 
handling costs in inventories, or which will 
defer such costs, results in the mismatching 
of revenues and cost expirations. 

A practical accounting device to remedy 
this situation is the use of a normal, 
predetermined purchasing and handling 
rate. In the majority of concerns it is 
possible to prepare a yearly budget of 
freight-in, cartage, receiving, testing, stor- 
age, insurance, and purchasing costs and 
to divide the total by the estimated net 
cost of purchases (or number of units such 
as tons) for the year to obtain a percentage 
to be applied to the net cost of each pur- 
chase as it is received and vouchered each 
day. As a result, purchasing and handling 
costs are attached to goods received so 
that the total costs can be treated as 
inventories until they are properly matched 
with revenues when sold. 


Purchase Discounts 


A common recommendation of accoun- 
tants is the adoption of an accounting 
technique which will treat purchase dis- 
counts as a reduction in the vendor’s 
invoice price. However, the survey in- 
dicated that in the majority of enterprises 
purchase discounts are treated as “other 
income.” Income is not realized upon the 
the initiation and receipt of a purchase, 
nor through payment of an_ invoice. 
Furthermore, inventories are not carried at 
a proper cost valuation if purchases are 
booked at the invoice price and a cash 
discount is subsequently taken. There is 
no justification for recording inventories 
at an amount greater than their cash 
outlay. Clearly then, if cash discounts 
are not treated as a reduction in cost 
there will be a misstatement of inventory 
cost, inventory cost expirations in future 


accounting periods will be overstated, a 
mismatching of revenues and costs will 
result for both the present period and the 
succeeding periods and the profit-and-loss 
statement will reflect inaccuracies. 

If purchases are recorded at net cost, 
there remains the problem of treating 
cash discounts lost. Should the discount 
lost be considered a period charge, or 
should it be added to the cost of materials 
purchased? The period charge may be 
considered proper if the discounts are lost 
because of inefficiency. Future accounting 
periods should not be burdened with cost 
expirations resulting from the deferment 
of all or a portion of the purchase discount 
lost due to a weak financial position of a 
prior period which is considered to be the 
fault of management. Likewise, if dis- 
counts are lost because of mismanagement, 
such as an oversight or inadequate internal 
control, the amount lost should be a period 
charge. Future periods should not be 
charged with a cost expiration greater than 
the actual cost of materials merely be- 
cause of the mistakes in an earlier period. 

However, it might be argued that if the 
discounts are lost due to reasons beyond 
the control of management, the amount 
lost should be associated with and be made 
a part of the cost of any material remaining 
in ending inventories. Inadequate working 
capital is an example. 


Inventory and Sale of By-Products 


Current practice is to treat income from 
the sale of by-products as “other in- 
come” and to ignore the inventory values 
of quantities on hand at the end of the 
accounting period. Records only of quanti- 
ties of scrap and other residues are general- 
ly maintained for purposes of internal 
control. Since the accumulation of by- 
products is subject to seasonal conditions 
of production, and in many concerns 
represents a substantial revenue factor, 
the “other income” method results in 
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revenue being identified with a different 
accounting period than that of the major 
commodity with which the by-product 
was created. Other important infractions 
of good accounting principles which result 
from the ‘‘other income” method are the 
overstatement of the inventory value of 
the major product and the failure to recog- 
nize the inventory value of by-products at 
the close of each accounting period. 

Any plan of accounting for by-products 
which does not attempt to inventory by- 
products and which does not relieve the 
major commodity of this value at the 
point of separation results in mismatching 
of revenues and cost expirations. A satis- 
factory plan, which is a distinct improve- 
ment over the “other income” method, is 
found in the treatment of income realized 
from the sale of by-products as a reduction 
in the cost of production of the major 
commodities. In job order plants, if the 
work in process involves large jobs from 
which are obtained by-products of con- 
siderable value, the best method is to 
credit the job with the estimated market 
quotations of by-products which are 
recognized as inventory valuations on the 
balance sheet until sold. If the by-products 
cannot be identified with a particular job, 
their inventory value can be treated as a 
reduction of manufacturing overhead. If a 
process cost system is used in an industry, 
the value of by-products may be credited 
to the process or operation responsible for 
the creation of such residues. 


Selling Costs 


It continues to be the practice to con- 
sider selling costs as charges to operations 
in the period in which the expenditure is 
made. Only under unusual circumstances, 
such as an advance payment to an adver- 
tising agency or the purchase of sales 
pamphlets to be distributed to customers 
in the future, are selling costs generally 
treated as deferred charges or prepaid 
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items. It is readily admitted that selling 
activities such as radio advertising, maga- 
zine and newspaper copy, schools for 
salesmen, promotional travel, extra clerical 
help, and printing of circulars require 
large expenditures during the launching 
of a sales campaign and that the impact of 
the sales effort may result in a large sales 
volume in succeeding accounting periods 
after the completion of the promotional 
efforts, but accountants seem reluctant to 
defer any of these selling costs or to treat 
any portion of them as finished-goods 
inventory values. As a result the monthly 
or quarterly profit-and-loss statements 
frequently show high selling costs and low 
profits in one period followed by cor- 
respondingly low costs and large profits 
in the succeeding periods. 

One remedy for such bad matching of 
revenues and cost expirations is the care- 
ful analysis of each selling cost and the 
recognition of the prepaid and deferrable 
elements as balance-sheet items. The 
analysis will generally result in exception- 
ally large and unusual items being segre- 
gated, but the method does not result in 
the systematic and accurate identification 
of selling costs with units or dollars of 
sales and ignores the irregularity and sea- 
sonal character of sales. 

A second plan that requires the use of a 
normal, predetermined selling cost distri- 
bution rate (or a separate rate for each 
sales territory) is being used by a few 
concerns as a more effective means of 
matching selling costs and sales. A system 
of budgetary control permits the prepara- 
tion of estimates of selling costs for each of 
the 12 months of the budget period. Like- 
wise sales estimates, in terms of dollars or 
units, can be prepared for each month. A 
normal, predetermined selling cost distri- 
bution rate for the year is obtained by ad- 
ding together the twelve monthly selling 
cost estimates and dividing the total by the 
twelve monthly sales estimates as shown 
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by the following formula: that in the majority of companies no j Siri} 
Total estimated selling costs for budget period 
= Normal selling cost distribution rate. 

Total estimated sales for budget period i norn 

A separate rate can be computed foreach attempt is made to match research and pu 
sales territory if selling costs and sales are development costs against the revenues cas 
classified by territories. The percentage realized and recognized from these cost | dhs 
rate is used each accounting period to  expirations. The effect of treating such of t 
apply a normal amount of selling cost to costs as charges to current operations is to pro 
the sales for the period. Thus, the same relieve future accounting periods of their waa 
amount of selling cost is matched against proportional share of the cost expirations [JF  jo¢, 
a dollar of sales in each month of the year and to misstate the profit or loss in all — 
thereby leveling the seasonal factors of periods concerned. thre 
selling costs and sales. The amount of If the research and development costs on 
selling costs transferred to profit andlossin are deferred so as to be amortized over the Bas: 
any one period may be more or less than life of the developed product, then an § j,, 
the actual selling expenditures for the peri- approach is made to a true matching of pro 
od since the emphasis has been placed upon cost expirations and revenues. The ques- Fi, 
cost expirations in terms of sales rather tion of how to estimate the life of the [fF ! 
than upon expenditures made. Variances developed product may be difficult to JF jo, 
are treated each month as deferred items answer, but should the development result [BF 4, 
and should be eliminated automatically by ina patent, then the patent’s life of seven- lew 
the end of the budget period due to counter- teen years may be used; or if it is a “fad” : ont 
acting conditions of selling costs and sales item the estimated life may be shortened. , sur 
in other months of the year. In any event the estimate can be based ger 
upon experience and judgment and the 

Research and Development Costs amortization of the costs over this esti- [6 
Research costs are normally thought of mated life will result in a more accurate on 
as the costs of discovering a new idea, profit or loss figure than is obtained by J a 
while development costs are those neces- arbitrarily charging research and develop- Fg, 
sary to place the research findings on a ment amounts as period costs. y op 
commercial basis. Included in research and The costs for research and development, S fa 
development costs are engineers’ and which have been deferred for products that pe 
technicians’ salaries, new tools and dies, are subsequently abandoned, should be UE of 
blue prints, laboratory supplies, and as- treated asa loss in the period of abandon- FP 7 
sociated costs. Occasionally the costs of _ment. Care should be exercisedsoasnotto [fF  ;, 

securing patents are included, although include such losses in factory overhead © 

this practice is not common. which subsequently becomes a cost expira- iss 
The question was asked as to whether tion through inclusion in inventories, Bosh 
these research and development costs are because if such a procedure is followed, |  ¢, 
considered to be a period cost, or whether future periods will be burdened by cost ¢ aa 
they are charged to a research and develop- expirations properly chargeable to a prior & oF 
ment account and amortized over the life period. The losses should be treated as 4} 
of the product discovered and developed. charges to surplus as a correction of a2 [44 


It is apparent from the answers obtained 


prior period’s error in judgment. : 


in 


Strikes, Lockouts, Material Shortages and 
other Abnormal Losses 


A sharp line should be drawn between 
normal and abnormal losses. Normal losses 
are those that naturally result from busi- 
ness operations and tend to be a recurring 
charge exemplified by loss due to idle 
labor time resulting from the uneven flow 
of the product through the production 
processes, or the loss due to material 
waste resulting from pattern cuts. Such 
losses are normal and are anticipated by 
management. Their disposition is either 
through the absorption of increased labor 
or material cost, or if recorded separately, 
as an increase in the factory overhead or 
burden. In either instance they become a 
product cost and are subsequently properly 
matched against recognized revenues. 

Abnormal losses include not only losses 
resulting from strikes, lockouts, material 
shortages, fires and floods, but all other 


losses which are beyond the control of and ' 


not anticipated by management. The 
survey indicated that such losses are 
generally treated as non-operating items 
and therefore are not included in the cost 
of the product or as current operating 
costs. However, non-catastrophe losses 
such as strikes, lockouts, and material 
shortages have tended to be included in 
operating figures. Such a procedure in- 
flates the cost expirations for the current 
period as well as for future periods if part 
of the loss is deferred through inventories. 
The profit or loss for all periods concerned 
is misstated. 

The “clean surplus” theory is not at 
issue here. Whether or not such losses 
should be charged directly to surplus or 
cleared through the profit-and-loss state- 
ment in a separate section to be shown after 
operating results is not important. Such 
abnormal losses should not be included in 
the cost of the product or be allowed to 
influence the operating results. The inclu- 
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sien of abnormal losses as operating cost 


expirations may be damaging to the 
enterprise. It is conceivable that when the 
product unit cost is overstated because of 
the inclusion of abnormal loss management 
may erroneously abandon production or 
change its policies, investors may lose 
interest in the company’s stock, or manage- 
ment may be replaced because of its failure 
to meet the competitive market. 


Vacation Time, Bonuses, and Gifts to 
Employees 


There is a wide variation in the treat- 
ment of vacation pay, bonuses and gifts to 
employees. Weekly or monthly bonuses for 
above-standard production or for overtime 
are properly included as a direct-labor cost 
or as overhead costs and are matched 
through inventories against recognized 
revenues. Some variations are found, 
however, in methods of handling vacation 
pay, irregular bonuses, and gifts to em- 
ployees. Some companies consider such 
costs as direct-labor charges, with the 
result that the cost of production during 
periods in which bonuses are paid or vaca- 
tions are given will be higher than produc- 
tion costs in other accounting periods. 
Thus, production costs for December may 
be higher and profits lower than in other 
months because of the end-of-the-year 
bonuses paid to employees. 

A few companies treat these costs as 
non-operating items. There is little merit 
in this position. Vacation pay and bonuses 
are recurring costs and are considered 
necessary to maintain satisfactory per- 
sonnel relations. They are an important 
factor of production and unit costs should 
properly reflect such expenditures. 

It is more logical to charge these sea- 
sonal and irregular costs to factory over- 
head or burden. Since such payments can 
be estimated with reasonable accuracy for 
the year in advance of the budget period, 
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they can be included in the budget of 
factory overhead costs and can be spread 
equitably over production for the year 
by means of normal, predetermined over- 
head distribution rates which spread over- 
head costs over all plantoperations, thereby 
equalizing seasonal conditions of costs and 
production. Such a procedure properly 
matches cost expirations against recog- 
nized revenues. 


Seasonal Plant Operations 


Many concerns are confronted with 
seasonal operations consisting of some 
months of peak activity and other months 
of idle plant or low production. Some ac- 
countants continue to treat the mainten- 
ance costs of idle plant as regular operating 
costs, and consequently, profit-and-loss 
statements prepared for periods of idle 
plant reflect a loss or low profits. In a 
similar manner, all plant costs are charged 
to the small quantity of production that 
flows through the plant during slack 
periods of operation. The result is the 
presentation of extremely high unit costs 
of production during some months and 
low unit costs during other periods. The 
resultant matching of costs and revenues 
is improper and the profit or loss figures 
are misleading because, during the slack 
periods, the few units produced are charged 
with costs that should be shared by the 
entire production of the natural business 
year. 

The solution to the problem is not a 
difficult one. Expenditures made during 
seasonal shutdowns and planned stoppages 
are a necessary part of production costs 
and should be included in inventory values. 
However, these costs should be spread 
equitably over all production for the year 
by means of normal, predetermined over- 
head distribution rates. In this manner, 
cost expirations will be matched through 
inventories with recognized revenues in 
the proper accounting period and more 
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accurate and dependable profit-and-loss 
figures will be available. 


Factory Overhead Variances 


There is agreement among accountants 
that the proper way to allocate factory 
overhead or burden to production is to use 
normal, overhead distribution rates. How- 
ever, there seems to be no unanimity con- 
cerning the disposition of the variances 
which may result when applied and actual 
overhead costs are compared at the end of 
a monthly or quarterly accounting period. 
A majority of accountants consider such 
variances as general profit-and-loss items 
to be charged off as a period cost regard- 
less of the causes of their existence. Such 
an unscientific approach is an acknowl- 
edgment of a lack of understanding of the 
objectives of using normal overhead dis- 
tribution rates and the importance of 
matching revenues and cost expirations. 

The proper disposition of overhead vari- 
ances requires a careful analysis as to the 
underlying conditions which created them. 
When the budgets of factory overhead and 
production are compared in detail with 
actual overhead costs and production at 
the end of each accounting period, it is 
generally found that the variances are 
due to one or more of the following causes: 


(1) The normal overhead distribution rate 
may be incorrectly computed; the es- 
timated overhead may be too high or too 


low, or the estimated direct labor hours, | 
direct labor cost, or machine hours (de- | 


pending upon the distribution base used) 
may be too large or too small. 
(2 


a normal rate, may be correctly computed, 
but there may be seasonal conditions of 
overhead costs and production. 


(3) Abnormal circumstances may have re- | 
sulted in unusually high overhead costs or |) 
unexpectedly low production; the former |% 
may be caused by an uninsured fire loss, | 
flood damage, or sabotage while the latter | 
may be attributed to a labor strike, a i 


lockout, or a boiler explosion. 


The overhead distribution rate, which is 7 
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If all or a portion of the variances are 
due to the use of incorrect overhead rates, 
goods produced during the period have 
been costed at an erroneous figure and an 
adjustment should be made to work-in- 
process inventories, finished-goods inven- 
tories and cost of goods sold. If revenues 
and cost expirations are to be properly 
matched, the goods produced during the 
period must be recosted to correct for the 
errors in the overhead rates. 

If the variances are due to seasonal 
factors, they should be treated as deferred 
items to be shown on the balance sheet. 
They are absorbed in future periods 
through the use of the normal overhead 
rates. 

If the variances are the result of un- 
usual and abnormal circumstances which 
are beyond the control of management, 
they should not be included in inventory 
costs but should be charged directly to 
surplus, or if charged to profit and loss, 
shown as ‘“‘nonoperating”’ items. 


Variances from Standard Costs 


There is no uniformity of opinion among 
accountants as to the proper disposition 
of variances between actual and standard 
costs. One group believes that all variances, 
regardless of cause, should be transferred 
directly to profit and loss at the end of 
each accounting period. They reason that 
all forms of variances represent conditions 
of waste, inefficiency, idle time, and 
changes of business fortune, none of which 
is correctly included in production costs. 

A second group believes that all vari- 
ances except the material price variance 
should be charged directly to profit and 
loss. An exception is made of the material 
price variance because it is generally due 
to market and business conditions which 
are beyond the control of management. It 
is the policy of this group of accountants 
to prorate the material price variance over 
work-in-process inventory, finished-goods 


inventory, and cost of goods sold. 

The first group ignores entirely the fact 
that some of the variances due to off- 
standard operations may be applicable to 
future accounting periods and that there 
is a mismatching of revenues and cost 
expirations unless each variance is ana- 
lyzed carefully and disposed of in accord- 
ance with sound accounting principles. 
The second group is correct in recognizing 
that the material price variance may be 
applicable to inventories and cost of goods 
sold, but these accountants fail to recog- 
nize that other variances may also be ap- 
plicable to future periods and legitimately 
included in inventory values. 

A third group of accountants believes 
that each variance should be carefully 
analyzed, the causes for its incurrence 
determined, and disposition methods, 
which recognize asset elements and ex- 
pired elements, should be adopted. In ac- 
cordance with this policy, each variance 
requires individual treatment. 

The material price variance may be due 
to inefficient purchasing, improper ship- 
ping, failure to take discounts, or to 
changes in market conditions. If it is due 
to various types of inefficiency, it should 
be taken to profit and loss. If it is due to 
changes in market prices, beyond the 
control of management, it should be 
prorated over inventories and cost of goods 
sold, so that inventories will be revalued 
at an adjusted standard cost. 

The material quantity variance (usage 
variance) indicates that there has been an 
excess or saving in quantities of materials 
used compared to standard. It is usually 
accounted for by the inefficiency or effi- 
ciency of handling and processing materi- 
als. This variance should be transferred 
directly to profit and loss, since one objec- 
tive of the use of standard costs is to 
remove such losses or gains from the cost 
of production and inventories. Future 
periods should not be burdened with 
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losses due to inefficiency which arose in the 
current period. 

The labor wage variance is analogous 
to the material price variance. If due to 
changes in labor rates, it should be pro- 
rated over inventories and cost of goods 
sold. If the variance is due to inefficient 
employment procedures or refusal to recog- 
nize accepted wage rate standards, it 
should be charged directly to profit and 
loss. 

The disposition of the labor time vari- 
ance (labor usage or efficiency variance) 
follows the general plan outlined for the 
treatment of the material quantity vari- 
ance. Either a debit or credit balance, 
which may be the result of sub-standard 
performance or gain in efficiency, should 
be transferred to profit and loss. Such 
losses or gains are properly recognized in 
the current accounting period. 

The overhead-budget variance may be 
due to a seasonal condition of overhead 
costs, to the incurrence of costs in excess 
of, or lower than, standard requirements, 
to improperly prepared standards, or to all 
three. If due to seasonal conditions, the 
variance should be treated as a deferred 
item, since it will be automatically adjusted 
by offsetting conditions in future periods. 
If the variance is attributed to an excess 
or savings over standard costs, it should be 
charged directly to profit and loss. Vari- 
ances due to improperly prepared stand- 
ards should be adjusted to inventories 
and cost of goods sold. 

Idle or overcapacity variance (utiliza- 
tion variance) may result from seasonal 
conditions of production, from off-standard 
conditions of production, or from im- 
properly prepared standards. As in the 
case of the overhead-budget variance, this 
variance should be deferred if due to 
seasonal conditions, transferred directly 
to profit and loss if resulting from ineffi- 
ciency or efficiency, and adjusted to in- 
ventories and cost of goods sold if the 


cause is improperly prepared standards, 

The production efficiency variance is an 
indicator of the efficiency with which the 
plant has been operated and should be 
charged directly to profit and loss. 

It is evident from the preceding dis. 
cussion that if an illogical disposition js 
made of the variances from standard 
costs, a mismatching of revenues and cost 
expirations results. Under such circum- 
stances the accuracy of the profit-and-loss 
statement should not go unchallenged. 


OTHER EXAMPLES OF IMPROPER 
“MATCHING” 


The previous discussion has introduced 
some of the problems of the accounting 
analysis traditionally referred to as “‘capi- 
tal vs. revenue” or “asset vs. expense.” 
There are other problems which are not 
presented in detail in this article because 
their importance in the matching of 
revenues and cost expirations has been 
discussed for many years and their proper 
treatment is generally recognized by ac- 
countants. 

One group of costs includes depreciation 
of tangible fixed assets, depletion of natu- 
ral resources, and amortization of in- 
tangible fixed assets. If an improper method 
is used to determine depreciation, deple- 
tion or amortization, or ultra-conservatism 
or the lack of conservatism results in the 
expired elements being too large or too 
small, there will be a mismatching of cost 
expirations and revenues and the reporting 
of inaccurate profit or loss figures. 

Other estimated items which result in 
mismatching when improperly computed 
are bad debts, sales discounts, sales returns 
and allowances, insurance, and various 
types of taxes. 

CONCLUSIONS 

Management, investors, creditors, and 
the general public are interested in ob- 
taining the most accurate profit-and-loss 
statements each month or quarter that it is 
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possible for accountants to prepare, be- 
cause important operating plans, investor 
and creditor decisions, and public policies 
are dependent upon the data presented. 
An investigation of the accounting prac- 
tices of any group of business enterprises 
in any section of the country would supply 
examples of the use of illogical and un- 
scientific accounting procedures which are 
contrary to generally accepted accounting 
principles and which produce profit-and- 
loss figures that are unreliable and mis- 
leading. It is in the mismatching of costs 
and revenues that most of the errors and 


confusion is to be found. 

Each accountant should conduct a 
periodic re-examination of the accounting 
practices of the business concerns in 
which he is interested for the purpose of 
assuring the management and himself that 
every accounting procedure has been re- 
viewed and corrected for the purpose of 
obtaining the most accurate matching of 
cost expirations and revenues that it is 
possible to obtain. Then and only then 
can the accountant, with a clear con- 
science, present a profit-and-loss statement 
that is worthy of his profession. 
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THE 1948 REVISION OF THE AMERICAN 


ACCOUNTING ASSOCIATION’S 
STATEMENT OF PRINCIPLES* 
A GENERAL APPRAISAL 


HERBERT E. MILLER 


S IS WELL known, one of the intermit- 
At yet in a sense continuing proj- 
ects of the American Accounting 
Association is its activity aimed at en- 
couraging the development of accounting 
principles. Late this spring the Executive 
Committee approved a revision of its 
Accounting Principles Underlying Cor- 
porate Financial Statements issued in 1941. 
Although one session of the 1947 conven- 
tion was devoted to reports by members 
of the special committee assigned to do 
the preliminary work for the revision, it 
was suggested that with its recent issuance 
a post-script discussion of some of the 
features and positions of the 1948 state- 
ment might be appropriate. 

The present title, “Accounting Concepts 
and Standards Underlying Corporate Fi- 
nancial Statements,” suggests one feature 
of the 1948 version—a separate section is 
used to segregate matters relating to dis- 
closure and presentation of accounting 
information. Some of the topics within 
that section are entitled to at least passing 
attention since they were not as specifically 
set forth in the earlier statements of the 
Association. 

With respect to reserve accounts, the 
1948 statement takes the position that the 
balance sheet should contain no special 
section for reserves. Paragraph number 14 


* Editor’s note: The three papers presented under 
this title represent commentaries by their authors on 
the 1948 revision. Although the papers, in the main, 
represent opposing views, each was written inde- 
pendently without the intent of refuting specific points 
contained in the others. 


under the section headed ‘Financial 
Statements” continues as follows: “Each 
reserve should be identified as (a) a sub- 
division of retained income, (b) an asset or 
liability valuation account, or (c) a liabil- 
ity, and the position of the reserve in the 
balance sheet established accordingly.” 

Before pursuing any implications of this 
stand, it should be noted that (a) refers 
to “a subdivision of retained income” 
rather than a subdivision of earned sur- 
plus. The substitution of the term “re- 
tained income” for “earned surplus” is 
perhaps the only striking example of the 
Committee’s disinclination to use orthodox 
terminology. The everyday connotations 
of the term surplus have unquestionably 
caused accountants some distress. A shift 
away from the use of the term surplus is 
already evident in many corporate reports 
to stockholders. Continuing for a moment 
with terminology, of perhaps less signifi- 
cance is the use of ‘“‘stockholders’ interest” 
as a section heading in place of net worth. 
Only time will tell whether any benefits 
will accrue from these changes in’ termi- 
nology. 

Returning now to the matter of reserves, 
the statement clearly expresses a prefer- 
ence for minimizing the use of ‘surplus 
reserves’ —to use the “older” terminology. 
I suspect that many of us are somewhat 
apalogetic as we introduce the topic of 
reserves to our classes because of the un- 
necessary handicap resulting from the 
use of the same term for a confusing 
variety of purposes. Perhaps there would 
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be some clarification if we could minimize 
its least necessary use—that of reporting 
a reservation of retained income. The 
recommendation of the statement is that 
where there are conditions or circum- 
stances operating to limit the disposition of 
retained income, these conditions are 
preferably disclosed by parenthetical 
comment or footnote. If a reservation of 
retained income is required by law or 
contract, the reserve account should be 
created from retained income and returned 
undiminished to its original status when 
the need for it has passed. The exact word- 
ing can be noted by referring to paragraph 
number 6. The concluding sentence states: 
“The determination of income or of the 
amount of net income carried to retained 
income should not be affected by the crea- 
tion or disposition of such reserves.”’ In 
other words, the device of appropriating a 
portion of currently reported income to a 
reserve account is not recommended. 

There appears to be some basis for 
believing that the position taken in the 
current revision could reduce some of the 
misunderstanding regarding reserve ac- 
counts as well as minimize opportunities 
for their abuse. If the revision were fol- 
lowed: 

1. Balance sheets would not have a “reserves” 
section, 

2. Reservations of retained income (surplus 
reserves) would appear only if required by law or 
contract, which should tend to curtail their use, 
and 

3. An appropriation of current income would 
be unacceptable as a means of reserve accumula- 
tion. 

In recent years considerable accounting 
discussion has been directed to the topic 
“accounting for income taxes.’”’ The prob- 
lem can be attributed to differences be- 
tween accounting and tax concepts of 
income. When these concepts produce 
materially different results, the actual tax 
liability may appear out of line with the 
one suggested by the reported. income 


figure. The issue is whether the provision 
for income taxes in the income statement 
should be made to appear to be in con- 
formity with reported income, with an 
adjustment or allocation to another ac- 
count, or whether it should reflect the 
amount of actual income taxes paid or 
estimated to be payable. The 1948 revision 
takes the position that while disclosure 
of these differences is essential, such dis- 
closure “‘should not be made by the ad- 
justment of the ‘provision for taxes’ re- 
ported in the income statement; this cap- 
tion should be used for the actual taxes 
paid or estimated to be payable.” (Para- 
graph 12 under “Financial Siatements.”’’) 
This seems to be a good place to mention 
that the 1948 revision reafiirms the “all- 
inclusive” income statement. While this 
income-statement philosophy avoids some 
of the tax disclosure problems associated 
with unusual items of revenue or expense 
the “‘tax consequences” of unusual items 
should be disclosed—and there is a sen- 
tence in the revision to that effect. 

There should be no uncertainty about 
the revision’s reiteration of the Associa- 
tion’s stand on cost. Paragraph 3 under 
the section on “Assets” is quite clear: 
“‘There should be no departure from the 
cost basis to reflect the assets of an enter- 
prise at amounts higher than unassigned 
cost.” With the current interest in and 
inquiries regarding replacement values for 
accounting purposes it was perhaps ap- 
propriate to include some of the justifica- 
tions for accounting for cost. Accordingly, 
mention is made of the practical difficulty 
of measuring replacement value. It is sug- 
gested further that frequently when assets 
are replaced a different type of asset is 
acquired, with the result that replacement 
values of the old assets would not be 
indicative of the outlay actually to be 
made. In this connection, it may be de- 
sirable to repeat a well-known fact— 
changes in the dimensions of the dollar 
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and changes in replacement values are 
frequently not synonymous. Thus, to con- 
sider replacement values may not be a 
good way to give consideration to varia- 
tions in the purchasing power of the dollar. 
Also, cyclical purchasing power variations 
are one thing; a permanent change in 
price levels is quite another. On this latter 
point, there is a footnote acknowiedging 
that a marked, permanent change in price 
levels might impair the usefulness of 
statements reporting asset cost; however, 
as the footnote suggests, rather than twist 
and distort our cost framework, it would 
be better to develop a special set of con- 
cepts and standards to account for such a 
condition. It seems quite clear from pub- 
lished statements that we do not have any 
unanimity of opinion as to whether we 
have reached a new price plateau. Many 
accountants feel reasonably confident of 
future price declines in inventories, at least 
sufficiently confident to justify inventory 
reserves, but apparently no similar price 
declines of consequence are anticipated for 
fixed assets. To be sure, the prices of cer- 
tain items can be expected to be more sen- 
sitive than others. But the wide differences 
currently being anticipated are sufficiently 
inconsistent to raise considerable doubt 
whether we can safely adopt any account- 
ing techniques based on an assumption 
that we have attained a new, relatively 
permanent, general level of prices. 

In setting forth the Association’s concept 
of cost, the 1948 revision mentions a point 
that was only implied in the earlier ver- 
sions. There is a specific statement that 
suppression of costs, that is a failure to 
capitalize costs applicable to future peri- 
ods, is as much of a departure from the cost 
basis as a write-up. The direction is op- 
posite, and though sometimes called “‘con- 
servative,” the result is a departure. The 
same view applies to unwarranted amor- 
tizations or write-offs of once capitalized 
costs. The wording is as follows: ‘‘Adher- 


ence to the cost basis of accounting re- 
quires that there should be no suppression 
or unwarranted assignment to expense of 
the costs of existing assets.” (Paragraph 4, 
under ‘‘Assets.’’) 

Continuing a process of selective re- 
porting, some mention should be made of 
the concept of recoverability as a test to be 
applied to asset balances. In the section 
devoted to assets, the opening lines are 
concerned with the establishment of ac- 
counting costs in the accounts. Having 
established asset balances, it becomes nec- 
essary to provide for their elimination or 
assignment to expense should the asset 
have a limited use-life. The generalization 
that asset balances should be “reasonably 
and systematically assigned to expense or 
transferred to other assets’ is nicely sup- 
plemented by the idea of recoverability. 
As the term itself suggests, the basic notion 
is that asset costs should not be perpetu- 
ated in the accounts at amounts in excess 
of that believed to be recoverable—either 
from continued use or from sale, depend- 
ing, of course, on whether the asset or 
asset group in question is being held for 
use or for sale. Where there is convincing 
evidence that costs cannot be recovered, 
there is no justification for retaining them 
in the accounts. 

Admittedly, the amount believed to be 
recoverable often is not subject to precise 
determination—some professional judg- 
ment must enter in. And, clearly, it is not 
implied that asset amounts should be dis- 
turbed with every slight change in the 
business scene. The emphasis is upon 
long-range lack of recoverability relative 
to the use-life of the asset. For one thing, 
“A decline in the cost of replacement or 
reproduction is not conclusive evidence 
that a portion of unassigned cost cannot 
be recovered.” (Paragraph 2, under “As- 
sets.””) In no event should fixed assets be 
written down to avoid, minimize or con- 
centrate anticipated short-run losses. Nor 
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would the test of recoverability justify an 
immediate expensing of a portion of a 
capital outlay. It should require the ex- 
perience of several years to establish con- 
vincingly the fact of obsolescence or excess 
capacity. And, to repeat, the revision 
clearly opposes the suppression of asset 
costs by expensing them in the year of 
their incurrence. 

The same approach is applied to inven- 
tories—cost is the basis. When it is evident 
that the cost invested in inventory cannot 
be recovered, then the inventory should be 
stated at that portion of its cost equal to 
the estimated amount of sales proceeds 
less direct expense of completion and dis- 
posal. There may be a variety of factors 
contributing to the impairment of inven- 
tory cost-recovery. The revision mentions 
damage, deterioration, obsolescence, style 
change, over-supply, and reduction in 
price levels. It should be noted, however, 
that a reduction in the cost of replacement 
or reproduction is to be considered of con- 
sequence only if it can be demonstrated 
that such a decline leads to an unlikelihood 
that inventory cost can be recovered. This 
approach should be distinguished from 
the “rule” cost or market, whichever is 
lower, as frequently applied. Market is 
relevant only if it signals non-recovery of 
cost. Unless non-recovery is clearly appar- 
ent, cost remains undisturbed. 

The paragraph on inventories (Para- 
graph 4, under “‘Expense”’) acknowledges 
the acceptability of using an assumption 
regarding the “flow of the cost of inven- 
toriable items, for example, first in, first 
out.” It also recognizes that, in the process 
of arriving at the inventory figure, it is 
acceptable to apply the test of recover- 
ability to inventory items, a group of in- 
ventory items, or to total inventory. In 
other words, an item-by-item comparison 
is not required. The paragraph concludes 
as follows: “The method of inventory 
costing should be consistent from period 
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to period and should conform reasonably 
with practices established within the in- 
dustry or trade.’”’ The requirement of 
consistency is well established, but the 
suggestion that the inventory method 
should conform reasonably with practices 
established within the industry or trade 
implies that mere consistency as such may 
not be enough. A less than satisfactory 
method cannot be salvaged by meeting 
the test of consistent application. 

Incidentally, the same suggestion is 
offered regarding depreciation and other 
expenses not subject to precise measure- 
ment. Besides being consistent from period 
to period, the methods adopted should 
likewise be in reasonable conformity with 
policies generally established within the 
industry or trade. 

Turning now to another topic—how 
many times may the cost of an asset be 
charged to expense? The present statement 
takes the position that an assignment to 
expense once properly made is not subject 
to reversal in a later period. Of course, this 
does not preclude correction of errors of a 
mechanical and non-judgment nature. 
These should be corrected whenever lo- 
cated. The expense items we are concerned 
with here are those subject to accounting 
policy decisions—mostly depreciation and 
amortization charges. When it is possible 
to demonstrate that expense charges of this 
sort were based on an accounting policy 
decision on the part of corporate manage- 
ment and that the accounting policy thus 
determined was in accordance with the 
accepted accounting concepts and stand- 
ards of the time—then such charges are 
not subject to reversal in a later period. Ii 
an unqualified opinion accompanies the 
financial statements, the likely inference 
is that the accounting policies in effect 
therein fall within the area of current ac- 
ceptability and propriety. 

It does not follow that this approach 
blocks or prohibits the revision of ac- 
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counting policy or the evolution of ac- 
counting ideas. It merely means that such 
revisions should be applied to presently 
existing asset balances with the change 
affecting future financial statements. This 
gives financial statements an element of 
finality. Under the alternative philosophy, 
revisions would require adjustments to var- 
ious balance sheet accounts. Irrespective 
of the manner in which these adjustments 
might be reported, whether on a surplus 
statement, or specifically identified on a 
current income statement, or through 
recasting earlier financial statements, the 
fact remains that previously reported 
income results would thereby be retracted. 
Some accountants believe that under the 
latter approach accounting runs more risk 
of being misunderstood by certain seg- 
ments of the public. Would anything be 
gained by adjusting earlier income reports 
if as a result the public acquired the notion 
that current financial statements were 
tentative and would no doubt be changed 
after their publicity value wore off? Isn’t 
it true that if financial statements are to 
be timely, then they must be viewed as 
being a product of the best accounting 
job possible at that time, giving due con- 
sideration to the particular environmental 
conditions then prevailing? It has always 
been recognized that currently reported 
results would not be identical with those 
produced with the assistance of hindsight. 
This is an inherent characteristic of ac- 
counting statements. But how should a 
“hind-sight” statement be interpreted? 
What does it mean to report in 1949 that 
the 1949 computation of 1942 earnings 
places the 1942 earnings fifteen per cent 
higher? What does this do to the decisions 
reached on the basis of the original state- 
ment? 

Undoubtedly the highly unusual en- 
vironment of the recent war years has 
distorted the importance of this point. 
There are bound to be occasional periods 
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when economic stresses and strains pro- 
duce an above-average number of special 
cases. It is not conclusively clear that a 
statement of basic concepts should at- 
tempt to anticipate or to provide for all 
sundry special and unique cases. Special 
cases ought to be treated as special cases, 
The prefatory note of the revision main- 
tains merely that “the standards here 
recommended are believed to be capable 
of general application.”’ It asks that any 
proposed deviations receive careful con- 
sideration and, if adopted, that they be 
disclosed in the financial statements. 

In order to expand the coverage of those 
points that differentiate the 1948 state- 
ment from its predecessor, the remaining 
few paragraphs will merely list several of 
the differentiating features without any 
attempt to supply even an abbreviated 
discussion. 

In the 1941 statement two treatments 

for handling treasury stock were described. 
The outlay for treasury shares could be 
deducted from aggregate stockholders’ 
interest, or the reacquisition could be 
treated in the accounts as if the shares 
were acquired for cancellation. Only the 
latter approach is mentioned in the 1948 
statement. 
An outlay by a corporation for shares of its own 
stock should be treated as a reduction of paid-in 
capital up to the pro-rata amount represented by 
the acquired shares, whether or not such shares 
are reissuable. If the outlay for the reacquired 
shares exceeds the pro-rata reduction of paid-in 
capital, the excess should be treated as a distribu- 
tion of retained income. The reissue of acquired 
shares should be accounted for in the same man- 
ner aS an original issue of corporate shares. 
(Paragraph 7, under “Financial Statements.”’) 


There are.a few additional terminology 
features that may deserve passing men- 
tion. Throughout the current statement, 
the term income is used to designate 4 


“net” concept. The term revenue is usedin § 


a “gross”? sense, and the word expense is 
distinguished from cost; e.g., asset costs 
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become expenses when they are deducted 
from revenue in the measurement of in- 
come. Without intending to suggest that 
the following belongs in a paragraph de- 
voted to terminology matters, the mention 
of the term revenue calls to mind a phrase 
that did not appear in the earlier state- 
ment: “Revenue does not arise from a 
gift.” 

A paragraph is devoted to the settle- 
ment of liabilities. ““When a liability is 
liquidated, any difference between the 
amount of assets disbursed and the amount 
of the obligation as then reflected in the 
accounts is revenue or expense of the 
period of liquidation.” (Paragraph 2, 
under “‘Liabilities.’’) 

The current revision attaches consider- 
able importance to the source or origin of 
the amounts appearing in the stockhold- 
ers’ interest section, suggesting not only 
that a distinction be maintained between 
paid-in capital and retained income, but 
that “Where retained income has been 
designated as paid-in capital by means of 
stock dividends, recapitalizations, or by 
other customary corporate action the 
amount so designated should be indicated 
in the balance sheet.’’ In other words, the 
basic distinction between paid-in capital 
and retained income should be contin- 
uously preserved. 

Concerning the disclosure of supple- 
mentary information, Paragraph 8 under 
“Financial Statements”’ states, 
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When values of assets other than costs applicable 
to future periods are supported by substantial 
objective evidence, and are materially higher than 
the cost applicable to future periods, such data 
may be essential in interpreting the economic 
position of the enterprise. Such information, ade- 
quately described as to nature and source, may 
be shown parenthetically, by footnote, or in a sup- 
plementary schedule. 


The observation that such data may be 
essential places some responsibility on the 
accountant not to remain silent when it is 
likely that the financial statements pro- 
duced from the application of usual ac- 
counting procedures may carry misleading 
connotations. The recommendation that 
the source of the supplementary data or 
information be revealed would permit a 
statement user to place his own evaluation 
on the pertinence and reliability of the 
information. 

By confining the discussion to points 
that distinguish the current revision from 
its predecessors one is liable to create an 
exaggerated impression that the 1948 
statement represents a departure from or 
break in the continuity of the earlier 
releases. Actually, the committee mem- 
bers were and remain staunch supporters 
of the 1941 statement. I think I can safely 
say that the committee members of both 
the special committee and the Executive 
committee believe themselves to be evolu- 
tionists—not revolutionists—at least in 
accounting matters. 


COMMENTS ON ITEM 5 UNDER “EXPENSE” 
W. A. PATon 


HIS LATEST REVISION of the “state- 
Tones of principles” represents an 
improvement over preceding state- 
ments at a number of minor points and is 


less satisfactory than preceding drafts in 
several particulars. However, the present 


statement contains one new feature so 
seriously objectionable as to overshadow 
all other aspects, favorable and unfavor- 
able. Item 5 under “Expense” reads as 
follows: 


An assignment of all or a portion of the cost 
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of an asset to expense, made in good faith after 
considered judgment and competent review, in 
accordance with accepted accounting concepts 
of the time, is not subject to reversal in a later 
period. Errors of a mechanical or nonjudgment 
nature should be corrected in the period of their 
discovery. 
This is a novel and almost incredible prop- 
osition. Without any vestige of supporting 
argument we are presented with the dic- 
tum that the accountant is bound by past 
decisions, regardless of their merit or re- 
lationship to current facts. Presumably he 
is still to be allowed to use foresight, but 
he is forever barred from the application 
of hindsight. He can make estimates and 
prepare programs of cost absorption based 
thereon, but he is estopped from any 
later revision of the results of his efforts. 
He is not to be permitted to make any 
corrections of past judgments, no matter 
how unfortunate such judgments are 
proved to be by subsequent developments. 
This places the accountant in a unique 
position, as in no other field is the pro- 
fessional man irrevocably committed to 
past decisions. In engineering and medi- 
cine, for example, it is no crime to change 
your mind, as new data become available, 
and do the best you can to undo the effects 
of past mistakes. Indeed, what a sad state 
of affairs would be found in these fields if 
the results of hypotheses, policies, and 
lines of action once adopted were regarded 
as sacred, not subject to change, even 
when circumstances had demonstrated 
that they were invalid! Once having started 
a bridge according to a certain plan it 
would not be permissible for the engineer 
to revise the work done to date, even in 
the face of new data making it certain 
that the finished job built by the old 
specifications would not stand up. Or 
once having prescribed the wrong treat- 
ment, “in good faith after considered 
judgment and competent review,’ the 
doctor would not be allowed to give an 
emetic or otherwise try to undo the dam- 
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age, even if developments made it clear 
that his diagnosis was completely wrong 
and that the patient was going to die asa 
result of his mistaken efforts. We some- 
times complain about the inflexibility of 
the law and the unwillingness of our legal 
brethren to keep abreast of the changing 
times. Nevertheless there is provision in 
the legal machinery for review and rever- 
sal of decisions by higher courts, and from 
time to time even the particular court may 
modify its opinions. I suppose the field 
judges at the recent Olympics were en- 
tirely honest in the decision to disqualify 
the American 400-meter relay team. But 
they were willing to confess their error, 
and undo the damage as far as possible, 
when evidence appeared that demon- 
strated convincingly that a mistake had 
been made. The accountant, however, 
under this astonishing directive, is to 
stand by with his hands tied when he 
finds that the results of his past efforts do 
not square with the facts. 

According to this proposal the account- 
ant cannot correct an excessive accrual 
of depreciation, made in good faith, even 
if the original estimate of service life 
proves to be only a fraction of the actual 
life. Apparently it would prevent correction 

“even in those extreme cases where the 
major existing resources of a company 
have been written off in full, prematurely. 
Moreover, it would condone the practice 
of charging asset costs to revenues as in- 
curred under an unduly liberal concept of 
maintenance or some other procedure coun- 
tenanced at the time, and would prevent 
revision later even if it were then recog- 
nized that the earlier policy did not rest 
on a solid foundation. The proposed rule 
is rigid; it does not even provide for the 
exceptional case in which failure to make 
corrections will result in the presentation 


of materially misleading data and may § 


render the accountant responsible for such 
presentation criminally liable. The facts, 
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the actual conditions, apparently mean 
nothing to the proponents of this decree. To 
deny the existence of economic resources 
unquestionably available and useful ap- 
parently bothers them no more than 
it does our Communist friends to substi- 
tute the fantasies of the ‘‘party line” for 
the plain facts of a situation. 

I assume that it is intended that man- 
agement, too, is to be bound by, and 
guided by, the accounting decisions of 
the past no matter how obviously they 
have been demonstrated to be unsound 
or in error. In departmental accounting, 
for example, application of this new rule 
would mean that it would not be permis- 
sible to restore to the accounts assets pre- 
maturely written off but still actively in 
use. In fact if management were to heed 
this directive it would be impossible to 
reckon departmental costs in terms of 
existing conditions in many cases; instead 
they would have to be blindly calculated 
year after year on the basis of past ac- 
counting entries, even where it became 
clear to all concerned that the accounting 
data and economic conditions had parted 
company. Actually, of course, no intelli- 
gent management will pay any attention 
whatever to such a rule, unless and until 
it receives the support of a police state or 
some other absolute authority. 

The advocates of this rule may con- 
ceivably say that it is not intended thereby 
to prevent managements or owners from 
making significant economic calculations, 
outside the accounts and statements, if 
they so desire. But this is only another way 
of saying that as far as managements and 
investors are concerned the accountant is 
to abdicate, leaving the real job for some- 
one else. Such a suggestion would be 
nothing more than a feeble effort to take 
the curse off by admitting that interested 
parties have the right to determine the 
facts, and be guided thereby, notwith- 
Standing the meaningless or misleading 


data submitted by the accountant. 

Apparently the committees involved 
have swallowed—hook, line, and sinker— 
the view that the sole object of accounting 
is to write things off, to absorb and mini- 
mize assets and property rights. According 
to this extreme approach the report of 
financial position becomes a mere memo- 
randum, hardly worth preparing, and 
likely to be more confusing than helpful 
to any reader. The balance sheet, in other 
words, is thereby reduced to nothing more 
than a collection of unabsorbed debits 
and credits, bookkeeping balances, re- 
gardless of the actual resources employed 
and the related ownership rights. This ap- 
proach, as I have pointed out elsewhere, 
blocks the road to worth-while accom- 
plishment by the accountant; it leads in 
many cases to distorted periodic earnings 
and downright misstatement of earning 
rates. 

The last sentence of item 5 as drafted 
suggests that our committees have for- 
gotten the old saying, ‘‘Hell is paved with 
good intentions.” They undertake to dis- 
tinguish a write-off due to clerical error 
or blunder from a premature absorption 
based on a well-considered judgment. For 
the first situation correction in the period 
of discovery is required; for the second 
there shall be no correction under any 
circumstances. Here we have a proposition 
that is downright childish and without a 
suggestion of scientific attitude or pro- 
fessional understanding. How can anyone 
possibly hold that the effect of a premature 
write-off due to a sheer blunder differs 
from the effect of a carefully considered 
write-off proved to be invalid in the light 
of subsequent events? One has to pinch 
himself as he reads this stuff to make sure 
that he is not having a nightmare. 

The most serious aspect of the position 
that seems to have been taken by Pro- 
fessor H. E. Miller’s special committee 
and the 1948 executive committee of the 
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Association is found in the general eco- 
nomic and social implications of such a 
position. If assets that are in existence by 
ordinary tests are not to be recognized in 
accounts or financial statements where the 
costs involved have been prematurely 
written off (on the basis of judgment 
rather than sheer blunder) this presumably 
means that such assets are no longer to 
count, no longer to be taken into economic 
consideration, as far as private owners or 
investors are concerned. In other words, 
the values of such assets are to be viewed 
as outside the reckoning of the accountant 
and hence as outside the ken of the private 
investors whom the accountant is sup- 
posed to be serving. If this means any- 
thing it must mean that such assets be- 
come a form of public property, although 
remaining nominally in private custodian- 
ship. With this condition, and if the private 
owner and his accountant are to disregard 
the existence of such assets, under the new 
decree issued by our committees, it seems 
to me that it is going to be necessary for 
some form of public agency to step in and 
keep track of the resources that the cus- 
todian and his accountant are going to 
ignore. How this is to be accomplished is 
not clear to me, and I see no evidence that 
our committees have thought the thing 
through. But I assume that we will all 
agree that it would not be desirable to fail 
to put the unrecognized assets to good use, 
in a world that has no more resources than 
it needs, or to neglect to maintain them. 
In other words, I believe all will agree 
that it would not be in the public interest 
to permit the assets which can no longer 
be recognized by the private owner and his 
accountant, under the new directive, to be 
squandered, neglected, or misapplied. Al- 
though no longer to be reckoned as private 
property someone should certainly be 
charged with the responsibility of admin- 
istering the new public resources and their 
earnings, and this will require accounts or 


some form of records. To put the matter 
again, I am saying that it is unthinkable 
that our insanity will proceed to the point 
of insisting that productive resources, not 
available in such abundance as to make 
them ‘free goods,’’? may be completely 
ignored or misused simply because their 
costs have been prematurely written off 
by someone whose prophetic powers were 
not in a class with Jeremiah’s. If private 
accounting and private owners are pro- 
hibited from doing the job under such cir- 
cumstances it will be necessary to develop 
some form of governmental accounting to 
assume this function. 

If, for example, a manufacturer has 
written off the cost of a building “in good 
faith after considered judgment” and then 
finds that due to his own limitations as a 
forecaster, changing prices, and other cir- 
cumstances the building has a probable 
additional life of ten years, this will not 
mean that he will thereafter give away his 
product—as far as the effect of building 
cost is concerned—or that it would be 
desirable for him to attempt to do so. He 
will continue to charge the market price 
for his product, the same price that will 
be received by another producer just be- 
ginning operations with a new building 
that is recognized in the accounts. But in 
view of the fact that the asset prematurely 
written off is now not to be regarded as 
private property there should be a reckon- 
ing by some agency which will provide 
for diversion of an appropriate slice of our 
manufacturer’s earnings to the state. 

How is all this to be accomplished? 
What methods do those promulgating the 
new dispensation propose? Offhand I 
would suggest that the best procedure 
would be to provide for appropriate 
restoration of the prematurely absorbed 
property to the accounts of the manufac- 
turer, with the amount thereof credited to 
“equity of the public.” I realize that this 
would be a direct violation of the new 
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rule, but it would certainly be simpler 
than providing an entirely separate set of 
records for the public resources remaining 
in the hands of the manufacturer. Of course 
when the “equity of the public” becomes 
the dominant element in the picture the 
state could step in and take over, and the 
former owner would become a foreman or 
overseer rather than a proprietor. More- 
over, the scheme I’m suggesting—in rough 
form—would have the advantage of pro- 
viding a lot of new work for the account- 
ant in the matter of ascertaining the share 
of earnings to be remitted to the govern- 
ment during the period of combination 
public and private ownership. 

This may sound like a fairy tale, but 
I’m doing nothing but pointing out the 
end of the road laid out for us by this new 
doctrine. The proposal of the committees, 
masquerading under the label “concepts 
and standards,” is precisely in line with 
the idea that the private owner is entitled 
to nothing more once he has—as a matter 
of bookkeeping—written off his costs. It is 
precisely in line with the accounting ideas 
of those who have been campaigning for 
the impairment and minimizing of private 
property rights in every possible way and 
the concurrent glorifying and maximizing 
of the so-called public interest in property, 
looking toward the goal of complete sup- 
pression of private rights and complete 
state ownership, or socialism. It seems to 
echo the arbitrary accounting policy of 
one of the agencies participating in this 
campaign, the Federal Power Commission, 
which provides for writing off recorded as- 
sets and the related equity of investors, re- 
troactively for an indefinite period, on one 
flimsy excuse or another, and at the same 
time insists that under no circumstances 
can there be any restorations or adjust- 
ments in the other direction, as this would 
constitute that terrible thing labeled 
“reaccounting” by members of the Com- 
mission’s staff. 


It should be emphasized that the pro- 
posed rule is arbitrary in the extreme, in- 
volves no flavor of “principle,” and is com- 
pletely contrary to long established ideas 
and policies in the accounting field. It 
tells the public accountant, for example, 
that no matter what the facts are he must 
not make an adjustment of accrued depre- 
ciation on the ground that in the light 
of existing circumstances the accrual on 
the books is clearly excessive. It seems to 
me that the burden of proof is on those 
sponsoring such a complete departure 
from common sense, straight thinking, 
and established procedure. The proposi- 
tion that they have dug up is novel, stulti- 
fying, and discreditable to this Association. 
It flies in the face of reason, scientific 
attitude, and professional competence. It 
is at odds with most of the material in the 
revised draft (e.g., paragraph (d) and other 
material on page 1). It is most unfortunate 
that such an ill-advised statement has 
been placed in print and already given a 
considerable circulation. 

I believe that this matter is too impor- 
tant to be dependent upon the decision of 
a few committee members, and that the 
entire membership of the Association 
should be given the opportunity to pass 
judgment on it. Accordingly, I suggest 
that a mail vote on the proposition quoted 
be provided for as soon as practicable and 
that the results—either of affirmation or 
rejection—be printed and distributed to all 
persons who have received copies of the 
present pamphlet. Of course I am hoping 
that at an early date the appropriate com- 
mittees of the Association will see fit to 
issue a revised statement which will re- 
pudiate the 1948 revision entirely with 
respect to the particular point I am dis- 
cussing, and will also deal with a number 
of other matters that are either slighted 
or poorly developed in the present state- 
ment. 
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A CRITIQUE AND COMPARISON WITH THE 1941 STATEMENT 


HERBERT F. TAGGART 


HE FIRST CONTRAST between the 

1941 and 1948 statements is in the 

title. The 1948 version abandons the 
word “principles” both in the title and in 
the text and substitutes “concepts and 
standards.”” No reasons are given for 
eschewing “principles,” but it may be 
assumed that the 1948 executive commit- 
tee found the same difficulty with this 
word which was commented upon by the 
committee on terminology of the American 
Institute of Accountants in its 1940 mid- 
year report. This report quotes with ap- 
proval a dictionary definition of “prin- 
ciple,”’ as follows: ‘A general law or rule 
adopted or professed as a guide to action; 
a settled ground or basis of conduct or 
practice.” The “‘concepts and standards” 
of the 1948 statement appear clearly to 
come within this definition. The committee 
on terminology conceded that “in discus- 
sion the word [principle] is often invested 
with an aura of sanctity, arising out of its 
more fundamental meanings, thus leading 
many to attribute to the rules of conduct 
called principles a greater force and a more 
universal and permanent validity than 
most of them were ever intended to have.” 
This misinterpretation did not seem to the 
committee, however, to justify forsaking 
the term entirely, even though it might 
occasionally necessitate some explanation. 
This conclusion appears to be a reasonable 
one. The expression “accounting prin- 
ciples” has attained such widespread use 
in the profession, in laws and regulations, 
and by the public that its abandonment 
would appear to be an excessive exercise 
of caution. 

The 1948 statement reformulates with 
little substantive change the “prefatory 
note” of the 1941 edition. Both emphasize 
the need for continued study and discus- 


sion. Both point out that, while accounting 
statements are only part of the evidence 
with respect to financial position and oper- 
ating results, it is essential that they be so 
conceived and constructed that continuing 
reliance can be placed on their meaning. 

Both statements plump for what the 
1941 statement calls the ‘“‘cost principle.” 
The cost principle, briefly stated, requires 
that both assets and equities be initially 
booked at the amounts of cash or cash- 
equivalent involved in their origin, and 
that subsequently the book expressions 
of their magnitude thus ascertained be 
altered only in accordance with orderly 
processes. Neither statement countenances 
the booking of appreciation or formal recog- 
nition in the accounts of changes in the 
purchasing power of money. Both state- 
ments, however, recognize that paren- 
thetical or other informal recognition of 
such phenomena may be desirable. The 
1948 statement even goes so far as to 
recognize that ‘a marked, permanent 
change in price levels might impair the 
usefulness of statements reporting asset 
costs.” The price changes experienced “in 
recent years,” however, “do not afford 
sufficient justification for a departure from 
cost.” The 1941 statement reached a simi- 
lar conclusion with respect to “‘such changes 
in price levels as have occurred in this 
country during the last half century.” 
In this conclusion both statements are 
supported by the committee on accounting 
procedure of the American Institute of 
Accountants, which, late in 1947 and again 
in October 1948, expressed the opinion 
that price level changes had not yet oc- 
curred which would justify a departure 
from the cost basis. The 1948 statement 
adds a footnote to the effect that if a 
sufficiently “drastic and permanent change 
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in prices” should take place appropriate 
accounting concepts and standards would 
have to be developed. 

Both statements urge the writing off of 
assets only according to an orderly plan 
and the retention on the books of asset 
costs reasonably assignable to future oper- 
ations. The 1948 statement introduces the 
concept of “recoverability” which is not 
mentioned, at least by name, in the state- 
ment of 1941. For example, the 1948 state- 
ment provides that the portion of cost of 
assets ‘‘continued in use” to be retained 
on the balance sheet shall be “the portion 
of cost recoverable through the remaining 
useful services the asset is expected to 
yield.” And again, it is stated that “a 
decline in the cost of replacement or repro- 
duction is not conclusive evidence that a 
portion of unassigned cost cannot be 
recovered.”’ (Italics supplied in both quota- 
tions. ) 

The concept of “recovery” or “recover- 
ability” as a basis for asset valuations and 
for related purposes is a tempting one. It 
seems to be the key to solution of many 
problems arising out of the necessity of 
assigning costs to successive periods of 
time. It is particularly attractive in cases 
where equities of different parties are 
involved, as in the case of government 
regulation. For example, the concept of 
“recovery”? was frequently proposed as 
the basis for a principle in war contract 
terminations during the period when prin- 
ciples for this purpose were being formu- 
lated in the latter stages of World War II. 
It was argued that if a contractor had 
already “recovered’”’ a given cost outlay 
through the operation of his contract, he 
should not again be allowed to “recover” 
any portion of the same outlay through 
the termination settlement. Conversely, 
if he had not “recovered” the outlay prior 
to the termination, he should be allowed 
to “recover” in the settlement. 

The difficulty with reliance on any such 


idea is that it necessitates a determination 
as to whether recovery has in fact taken 
place or is likely at some future time to 
take place. Such determination is in many 
if not most cases impractical. It certainly 
cannot be done where sales are made at a 
loss. The only fact precisely determinable 
about recovery of asset expirations under 
such circumstances is that they have not 
all been recovered. No logical conclusion 
can be reached concerning which particular 
cost expirations have been recovered or 
have not been recovered. The customer 
pays and the seller receives a price, which 
is in no sense a reimbursement, for goods 
or services which change haads in business 
transactions. The customer is not bound 
to provide for the recovery of the seller’s 
asset investments, nor is the seller entitled 
to such recovery. 

Strict adherence to the recovery concept 
espoused by the 1948 statement would 
require that, in a company where some or 
all of the prospective sales were expected 
to be made at a loss, some formula must 
be evolved for ascertaining what specific 
asset expirations would be recovered in 
such transactions and what expirations 
would not be so recovered. The retention 
of asset costs on the books would be based 
on the result. Such a rule confronts the 
accountant with an impossible task. For 
this reason the 1941 language is much to 
be preferred. This requires no measure- 
ment of past or prospective recovery, but 
only ‘‘a determination of the amount of 
cost which has been absorbed in producing 
revenue or has otherwise expired, and also 
the amount of cost which is reasonably ap- 
plicable to future operations.” 

The 1948 statement makes one inter- 
esting addition to the corollaries of the 
cost principle. This is as follows: ‘‘Ad- 
herence to the cost basis of accounting 
requires that there should be no suppres- 
sion or unwarranted assignment to expense 
of the costs of existing assets.” This might 
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be thought to refer chiefly to the not un- 
common practice of burying plant im- 
provements in the repairs account, but it 
may be supposed that the executive com- 
mittee was not unmindful of the extraor- 
dinary measures taken by du Pont to 
minimize its 1947 plant additions. A more 
flagrant violation of the cost principle 
could hardly be imagined. Yet it is inter- 
esting to note, from the reasoning set 
forth in the company’s annual report, that 
the principal purpose of the approximately 
20% writeoff was to assure “recoverabil- 
ity” of the balance! 

The 1941 statement deals with the mat- 
ter of the original booking and subsequent 
treatment of liabilities under the cost prin- 
ciple heading. The 1948 statement gives 
liabilities a separate subheading in a sec- 
tion devoted to the right-hand side of the 
balance sheet. The conclusions in the two 
statements are the same, or at least are 
consistent with each other, but there is 
one interesting point of difference. 

Both the 1936 and the 1941 statements 
dealt with the subject of discount and 
premium on bonds in a forthright and 
specific manner. Treatment of both bal- 
ance-sheet and income-sheet aspects of 
these phenomena was described in detail. 
In contrast, the 1948 statement stresses 
only the income-sheet aspects by dealing 
specifically only with accumulation and 
amortization. Balance-sheet treatment can 
be ascertained only by implication. Per- 
haps the formulators of the 1936 and 1941 
statements should plead guilty to belabor- 
ing a relatively minor point, but they 
could not be accused of pussyfooting. Their 
treatment of these items is one of the few 
cases in which a categorical statement can 
be made without fear of logical rebuttal or 
the necessity for making allowances for 
unusual circumstances, and the executive 
committees of the two former years took 
full advantage of this opportunity. 

One unfortunate expression in the 1948 


statement is found in the section on liabili- 
ties. Liabilities, it is said, ‘“‘are measured 
by cash received, by the established price 
of noncash assets or services received, or 
by estimates...” (italics supplied). A 
question immediately arises as to who 
establishes the “established price.” The 
“established prices” of sellers or suppliers 
are scarcely reliable. Boards of directors 
of recipient corporations have frequently 
“established” prices out of all reason for 
goods and especially services received in 
connection with security transactions. 
Since the death of the OPA there is no 
governmental agency for establishing 
prices for things other than rents and util- 
ity and railroad services. The 1941 state- 
ment uses the expression “cash equiva- 
lent” in the same connection. Whatever 
may be the faults of this expression, it 
does not call up the visions elicited by 
“established price.” 

The 1941 statement defines revenue by 
stating that it “is measured by the realiz- 
able value, on a cash or equivalent basis, 
of the product of the enterprise, either 
goods or services.” The implication here 
is that revenue is an operating term, and 
the corollaries following the definition bear 
out this conclusion. It appears to exclude 
gains arising from such nonoperating 
sources as favorable settlements of liabili- 
ties. As will be pointed out, however, the 
1941 statement is not entirely consistent 
in sticking to this definition. 

The 1948 statement adopts an all-com- 
prehensive definition of revenue, which 
takes in all credits from both operating 
and nonoperating sources. All credit items 
on an all-inclusive income sheet are reve- 
nues, and “the gain from advantageous 
settlements of liabilities” is mentioned as 
an example. 

The 1941 statement nowhere defines 
expense, but at a number of points seems 
to confine the term to an operating signifi- 
cance. For example, the statement objects 
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to charging reserve accounts with “ex- 
penses and losses” directly. The 1948 state- 
ment, on the other hand, adopts a defini- 
tion of expense which comprehends all 
debit items in an all-inclusive income state- 
ment. “Expense,” it is said, “consists of 
operating costs—deductions that have a 
traceable association with the production 
of revenue, and losses—deductions that 
have no such association.” 

Limitation of the terms “revenue” and 
“expense” to the so-called operating as- 
pects of business transactions and the 
recognition of nonoperating gains and 
losses as separate phenomena have such 
wide sanction among the most careful 
writers and practitioners that the reasons 
for abandoning these distinctions are diffi- 
cult indeed to imagine. Where terms are 
satisfactorily serving limited purposes 
with specific and well-established mean- 
ings, there would seem to be little gained 
and much lost by an attempt to make them 
cover additional territory. 

Both statements are in agreement on the 
exclusion from revenue of unrealized in- 
creases in the market values of assets. 
They agree also that revenue includes re- 
turns from the sale of assets not classed as 
product. They coincide, too, on the treat- 
ment of interest, rents, royalties and simi- 
lar items. Both deal with the subject of 
installment sales and similar transactions, 
but the 1941 statement gives specific 
approval to the cash receipts basis of 
recognition of revenue in such cases, while 
the 1948 statement merely says that “the 
usual criteria for the recognition of revenue 
are subject to modification.” So vague a 
statement is no great help to anyone con- 
fronted with the practical problem of what 
to do in such cases. 

Neither statement deals satisfactorily 
with the problem of accretion. The 1948 
Statement ignores it entirely. The 1941 
statement contains only a negative state- 
ment to the effect that “discovery value 


timber growth, and other forms of accre- 
tion are generally not to be recognized as 
realized revenue.” While this statement is 
ambiguous and unsatisfactory, it has the 
merit of recognizing that there is a problem 
connected with accretion. Here is a fertile 
field for the deliberations of future execu- 
tive committees. 

In spite of apparent differences in the 
meanings attached to the terms revenue 
and expense, the definitions of income 
in the two statements are in substantial 
agreement. According to the 1941 state- 
ment, “income is measured by matching 
revenues realized against costs consumed 
or expired, in accordance with the cost 
principle.”’ In the view of the 1948 state- 
ment, ‘“‘the income of an enterprise is the 
increase in its net assets (assets less liabili- 
ties) measured by the excess of revenue 
over expense.” It seems apparent that in 
the quoted definition of income the 1941 
statement uses the term revenue in exactly 
the same sense as the 1948 statement, al- 
though in its description of the income 
statement mention is made of “extraordi- 
nary charges and credits to income, in- 
cluding substantial adjustments which 
may not be attributable to the ordinary 
operations of the current year.” If revenue 
includes all credits on the income state- 
ment, there would appear to be no room 
for “credits to income.” 

Both the 1941 and 1948 executive com- 
mittees adopt the all-inclusive income 
statement. “For any one year,” says the 
1941 statement, “the income statement 
should reflect all realized revenues, and all 
costs and losses written off during that 
year, whether or not they have resulted 
from ordinary operations. Only in this 
manner can the income statements of a 
corporation express completely its entire 
income history for a period of years.” 
This sentiment, in slightly different lan- 
guage, is concurred in by the 1948 state- 
ment. This unanimity is attributable to 
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the belief that only by this device can 
there be reasonable assurance that inves- 
tors and other interested parties will per- 
ceive the entire income history of a busi- 
ness. Allowing any variety of income 
charges and credits to be relegated to a 
separate statement creates the risk that 
such items may not be properly understood 
or evaluated. It also creates the temptation 
to management to attempt to camouflage 
the income picture by arbitrary transfer of 
particular items to the “other” statement. 
If all transactions affecting the proprietary 
equity in an income manner must be shown 
on a single, comprehensive statement, the 
temptation to make arbitrary distinctions 
is largely eliminated. 

Both statements agree with the commit- 
tee on accounting procedure of the Ameri- 
can Institute of Accountants that there 
should be a careful effort to distinguish the 
results of current operations from the 
effects of extraordinary gains and losses, 
adjustments of the results of past periods, 
and the like. By this device current earning 
performance is disclosed, as well as the 
total income history of the enterprise. The 
committee on accounting procedure does 
not go along with the all-inclusive income 
statement, however. 

The treatment of substantially all as- 
pects of proprietary equity by the two 
statements is consistent, if not completely 
uniform. Both statements emphasize the 
distinction between paid-in capital and 
capital derived from earnings. Both de- 
plore the use of reserves to conceal reve- 
nue or expense transactions. The two state- 
ments differ in their treatment of reac- 
quired shares. While the 1941 statement 
permits the showing, at least for a time, of 
the cost of such shares as “an unallocated 
reduction of capital stock and surplus” the 
1948 statement insists upon an immediate 
analysis of the reacquisition transaction 
and suitable charges to capital stock and 
the other accounts involved. 
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The 1948 statement contains the fol- 
lowing sentence: ‘“The reduction of paid-in 
capital upon the contraction of outstand- 
ing shares may not exceed the prorata 
portion of paid-in capital applicable to the 
number of shares contracted.” While there 
can be no disagreement with this senti- 
ment, it is to be wished that the drafters of 
the statement had used the word “retired” 
or “withdrawn” in place of “‘contracted.” 
The total number of shares may be “con- 
tracted,” but particular shares are “Te- 
tired.” 

The use of the term reserve in the 1948 
statement is nothing short of deplorable. 
“Each reserve,” the statement says, 
“should be identified as (a) a subdivision 
of retained income, (b) an asset or liability 
valuation account, or (c) a liability.’’ The 
word “reserve” has suffered so much abuse 
and has created so much misunderstanding 
that some thoughtful writers on account- 
ing have urged its complete abandonment. 
Many others have advocated its restriction 
to the first sense listed. This desirable us- 
age has made much progress in the last 
decade or two. Now the executive com- 
mittee of the American Accounting Associ- 
ation forsakes all this progress and lan- 
guidly condones the use of this term to 
designate at least three wholly distinct 
varieties of accounts. It is not surprising 
that accountants who seek to improve ac- 
counting terminology become discouraged. 

In startling contrast to their lacka- 
daisical acceptance of a thoroughly per- 
nicious, though traditional, definition of 
reserve, the 1948 executive committee has 
renounced the term surplus in all its mean- 
ings. Paid-in or capital surplus is simply a 
part of paid-in capital, and the formal or 
legal distinction between capital stock and 
paid-in surplus is not even mentioned. 
Earned surplus is “retained income.” 

This decision to jettison the word sur- 
plus will probably be hailed as the princi- 
pal accomplishment of the 1948 statement. 


It is 
acct 
rour 
the 
The 
tern 
stuc 
and 
com 
swe 
on | 
erec 
tent 
she 
mac 
sca 
are 

att 
S 
con 
| the 
exa 
rat 
is u 

assi 
dec 
the 
mo 
liak 

| 

sho 

toe 
inv 

apy 
of 
in 
of 
sta 
ma 
ent 

cot 
she 
we 
ha 


ad” 
on- 
‘re- 


948 
ble. 
Lys, 
sion 
lity 
The 
use 
ling 
int- 
ent. 
tion 
us- 
last 
om- 
Oci- 
lan- 
1 to 
inct 
sing 
ac- 
zed. 
per- 
1 of 
has 
ly a 
or 
and 
ned. 


sur- 
nci- 
ent. 


It is a pity that this forward step had to be 
accompanied by muddying the waters sur- 
rounding ‘“‘expense” and “revenue” and 
the relapse in connection with “reserve.” 


The American Institute committee on 
terminology has recently advocated a 
study of possible substitutes for ‘“‘surplus,”’ 
and it may be that the 1948 executive 
committee has found an acceptable an- 
swer. 

The 1948 statement includes a section 
on financial statements wherein are gath- 
ered all observations on the form and con- 
tent of income statements and balance 
sheets. Many of the same comments were 
made by the 1941 statement, but they were 
scattered throughout the text under other 
headings. Several of the 1948 suggestions 
are new, however, and deserve particular 
attention. 

Some of these recommendations are so 
commonplace that it is surprising to see 
them in a statement of this sort. Such, for 
example, is the following: ““When a sepa- 
rate account (e.g., a depreciation reserve) 
is used to show the portion of an asset cost 
assigned to expense, the account should be 
deducted from the related asset account in 
the balance sheet.’’ Such also is the ad- 
monition against offsetting assets against 
liabilities, and vice versa. 

The remark that “the income statement 
should reveal the amount of cost assigned 
to expense by reason of any reduction of an 
inventory to its recoverable cost’”’ may be 
applauded. Generally speaking, reductions 
of inventory values below cost are buried 
in the cost of sales figure. This distorts cost 
of sales and deprives the reader of the 
statement of an important piece of infor- 
mation concerning the management of tie 
enterprise. Substantially the same end 
could be achieved by exhibiting on balance 
sheets the original cost of inventories as 
well as any different valuation which may 
have been adopted. 

The recommendation of the disclosure of 
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the tax effects of unusual transactions is 
reminiscent of the American Institute’s re- 
search bulletin 23, though the 1948 state- 
ment goes farther than the Institute in 
advocating the revelation of “material tax 
consequences resulting from differences 
[between] financial and tax accounting.” 
This suggestion appears to have much 
merit. 

No commentary on the 1948 statement 
could fail to remark on the following as- 
sertion: “‘An assignment of all or a portion 
of the cost of an asset to expense, made in 
good faith after considered judgment and 
after competent review, in accordance 
with the accepted accounting concepts and 
standards of the time, is not subject to re- 
versal in a later period.” Since this flies in 
the face of the Institute’s Accounting Re- 
search Bulletin 27, it is bound to create 
extensive controversy, and little need be 
said here. Unquestionably, the intent of 
the authors is to guard against making a 
jumping-jack out of the balance sheet and 
to provide a barrier against the whims of 
management and the pressures of the 
times. In this purpose all accountants with 
the long-term interests of the profession at 
heart must concur. It is questionable to 
conclude, however, that the situation de- 
mands abrogation of the right to correct 
judgmental errors. 

Two considerations should be kept in 
mind. The first is that it is most difficult to 
distinguish between the judgmental errors 
of accountants and those of management. 
Frequently the writing off of assets is 
primarily a matter of managerial decision 
with the accountant playing little more 
positive role than that of acquiescent on- 
looker. The second consideration is that 
the accountant is continually accused of 
being unrealistic, dogmatic, and academic. 
Ostrich-like refusal to correct an obvious 
and substantive error will not go far to- 
ward refuting that accusation. 

If one may be permitted a little further 
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speculation as to the reasoning behind this 
abdication of the right to correct judg- 
mental errors, there might be imagined 
some connection between this and the 
theory of ‘“‘recovery”’ which has previously 
been commented upon. Perhaps since the 
enterprise has probably already “re- 
covered’’ the cost of the assets in question, 
it would be immoral to “recover’’ such cost 
again. Granted that nothing is said about 
recovery at this point, it is nevertheless 
true that some who opposed the conclusion 
of Accounting Research Bulletin 27 did so 
under the influence of this double recovery 
theory. 

That the double recovery theory is 
wholly untenable is easily demonstrated. 
The writing off of an asset is no proof of the 
recovery of its cost. The restoration of an 
asset to the books in no way assures the 
recovery of its cost again. The restoration 
or the failure to restore an asset to the 
books has no necessary relationship to the 
prices received by the enterprise for its 
product. Pricing is not a cost-plus pro- 
cedure. It must be presumed that the in- 
telligently managed enterprise will require 
and receive for its product the prices 
which are justified by the entire demand 
and supply situation, and that book entries 
reflecting the existence or non-existence of 
particular assets will have no effect on the 
prices agreed upon between buyer and 
seller. The recovery theory, or the double 
recovery theory, would have validity only 
in a cost-plus economy. We are not here 


dealing with the special considerations 
which surround the pricing of government 
contracts, but with the economics of the 
open market. 

It is sincerely to be hoped that future 
executive committees will not feel them- 
selves bound by this principle—that judg- 
mental errors may never be corrected. 

With the sentiments of the final para- 
graph of the 1948 statement all account- 
ants must be heartily in accord. 

Accounting for the business activities of mod- 
ern corporations will continue to offer many 
problems. As business structure becomes increas- 
ingly complex, the special and often diverse inter- 
ests of investors, management, labor, and govern- 
ment will place increasing demands upon 
accounting and accountants. The application of 
accounting concepts and standards in the solution 
of these problems requires on the part of ac- 
countants a high degree of integrity, compe- 
tence, and social responsibility. 


It should be added that the most perfect 
concepts and standards and the highest 
sense of social and moral accountability 
will not achieve the ultimate goal without 
general acceptance by management, the 
courts and legislators, and the general 
public. Accountants cannot survive by 
wrapping the robe of righteousness around 
themselves and retiring to the contempla- 
tion of the beauties of truth. Achieving 
acceptance of adequate accounting con- 
cepts and standards by those outside the 
profession is part of the accountant’s job, 
too. 
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DEVELOPMENT OF COST ACCOUNTING 
CONCEPTS OF SCHEDULED COM- 
MERCIAL AIRLINES 


FRANK JUDD 


DEVELOPMENT OF PROBLEMS 
\" TRANSPORTATION HAS its peculiar 


economic problems which in turn 
have determined the industry’s ap- 
proach to cost accounting. 

Reviewing the development of airline 
operations, we distinguish three periods 
with very different characteristics: 

1. The prewar period was characterized 
by rapid growth, development of new 
mail routes, and mail payments which the 
Civil Aeronautics Act of 1938 stipulated 
should cover all operating costs incurred 
under “honest, economical, and efficient 
management.” For most airlines, mail pay- 
ments during that period were based 
merely on miles flown on schedules au- 
thorized by the Postmaster General re- 
gardless of quantity of mail carried. 

Conditions of rapid expansion and a 
race for additional routes are not a favor- 
able climate for the development of cost 
accounting. Since the mail payments were 
based on miles flown, and the financial 
reports prepared for the Post Office De- 
partment, Interstate Commerce Commis- 
sion, and later the Civil Aeronautics 
Board, were rendered on the basis of plane 
miles, cost accounting seldom went further 
than the classification and accumulation 
of costs by groups and division of the totals 
by the number of plane miles flown. The 
only refinements were some halfhearted 
attempts on the part of government and 
carriers to defer certain groups of develop- 
ment expenses, such as surveying and 
other preoperational costs of new routes, 
or training costs in connection with new 
plane types, and to amortize such amounts 
over periods of two to five years. 


2. The war period was even less favor- 
able for the development of cost account- 
ing in commercial airlines. Government, 
business, and the general public competed 
for every available seat. Load factors 
crept up close to 100 per cent. Commercial 
revenue increased and, in accordance with 
the normal operations of subsidies, mail 
payments were lowered through a series of 
rate opinions involving the great majority 
of domestic carriers. 

The need for the development of cost 
accounting in that period was further re- 
duced because during the war operating 
schedules were determined primarily on 
the basis of war priorities. Moreover, the 
DC-3 was almost the only plane type 
available for commercial transportation; 
therefore, there were very few decisions 
left to the managements for which cost 
accounting could be useful. 

3. The postwar period produced for the 
scheduled air carriers the economic prob- 
lems which give promise of focusing at- 
tention on cost accounting. It would be 
rash, though, to expect amswers very 
rapidly, because the problems are different 
from those previously encountered either 
in airlines or in other transportation enter- 
prises. Airlines not only furnish several 
types of services, such as passenger, mail, 
air express, and air freight, which may be 
either joint products or by-products, but to 
an increasing degree they employ flight 
equipment of distinct types for different 
combinations of services. To this should be 
added the fact that in air transportation a 
stop is so great an expense that in effect 
transportation from New York to Buffalo 
is a different product from the transporta- 
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tion from New York to Chicago even if 
the passenger or parcel rides on the same 
plane. In other words adding the cost of 
the New York-Buffalo, Buffalo-Detroit, 
and Detroit-Chicago segments will not 
produce the reasonable cost for a passenger 
or parcel traveling from New York to 
Chicago. 

The figures shown below illustrate the 
types of income received and costs incurred 
by airlines and the relative magnitude of 
the different categories. 

American Airlines, Inc. 


Operating Revenues and Expenses for Domestic 
Services, as reported to Civil Aeronautics Board 
Twelve Months Ended Sept. 30, 1947 


- Cents per 
Amount in 
Thousands — 
on 
Mile 
Revenue Ton-Miles Flown 167.9 Million 
Operating Revenue 
Excess Baggage............ 788 
Non-Scheduled Transport... 964 
Other Non-Mail Revenue.... 1,071 
Foreign Mail Revenue...... 
Total Revenue before U. S. 
U. S. Mail Revenue......... 3,308 
$79 , 384 47.29 
Operating Expenses 
Aircraft Operating Expenses 
Flying Operations.......... $16,935 10.09 
Direct Maintenance-Flight 
Depreciation—Flight Equip- 
Total Aircraft Operating 
$33,955 20.23 


Ground and Indirect Expenses 


Ground Operations......... $13,548 8.07 
Ground and Indirect Main- 
Passenger Service........... 6,298 
Traffic and Sales........... 9 , 337 5.56 
Advertising and Publicity. . . 2,139 1.27 
General] and Administrative. . 6,960 4.15 
Depreciation—Ground Equip- 
Total Ground and Indirect 
,006 28.60 


Total Operating Expenses. $81,961 48 .83 


Net Operating Loss......... 


The record of American Airlines js 
fairly representative for the period. A few 
companies had more favorable results, 
Many fared worse. As with all major air- 
lines, the figures reflect operations of at 
least two plane types. 

As the figures shown above indicate, 
mail payments are now of small impor- 
tance to the major airlines. Moreover, it 
seems that for all airlines mail payments 
will no longer be available as an automatic 
government underwriting of operating 
losses. 

It is also evident from the table that 
depreciation charges are a sizable factor 
and are still on the increase. The DC-3 
planes (standard 21 seats), cruising speed 
175 miles, which carried the traffic during 
the war, were almost fully depreciated for 
most airlines. The DC-4 planes (standard 
about 46 seats), cruising speed 220 miles, 
which all of the larger airlines purchased 
from the government in 1945 and 1946, 
cost fully converted about $350,000 per 
plane or about $8,000 per seat. In view of 
the advance in plane construction the 
economic life of the plane was usually 
estimated not to exceed 4 years. The de- 
preciation required is about $6 per seat per 
day. For the real postwar planes, like the 
Constellation, the DC-6, and the Martin 
202, with cruising speeds in the 300 mile- 
an-hour category, the estimated life is 
longer, but for most of them the cost is 
higher. The greater speed will act in part 
as an offsetting factor. But in principle 
the airlines will still be confronted with the 
problem of the large investment for each 
seat and the limited economic life of the 
aircraft which results in pressure for high 
utilization of the plane. Some airlines 
fairly regularly average over 10 hours 
utilization a day. 

A third factor of great importance is 
that the cost of personnel at airports and 
city traffic offices for servicing passengers 
and planes is very high. As a rough 
measure it can be put at twice the com- 
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bined cost of pilots’ and stewardesses’ 
pay and fuel expenses. 

Fixed costs predominate in air trans- 
portation enterprises. As the clock ticks 
provisions for depreciation on aircraft and 
on ground installations, the rental pay- 
ments for leased properties and salaries for 
station and main office employees are 
piling up. Many stations show about the 
same expense, whether one, two, or three 
schedules a day are coming through. 

The variable costs, which are cut out if 
a schedule is not flown, include some of the 
flying personnel, all of the gasoline, engine, 
and aircraft maintenance, which amount 
to about one-third of the total costs. And 
even these variable costs are spent when 
the plane takes off, and are no lower if the 
plane carries one passenger than if it car- 
ries forty-six. 

Since the Civil Aeronautics Board has 
certified competing airlines into all major 
points in the United States, the cost pres- 
sure for high utilization of aircraft and of 
stations must work toward increasing the 
number of schedules flown. Since the 
operating costs are almost independent of 
the load, and the mail subsidy factor for 
most airlines has become very small, an 
unusually strong incentive exists for fierce 
competition to fill more seats and use more 
of the cargo-carrying capacity. This com- 
petitive element is more effective in airlines 
than it would be in railroads because in 
most airlines the present managers still 
own substantial amounts of stock or have 
personal relations with holders of large 
blocks of stock. 

Another basic economic factor is that 
the airplane has always been essentially a 
long-haul carrier in comparison with the 
road and rail vehicles. However, the ex- 
pansion of the airline systems, and the 
advent of long-haul plane types beginning 
with the DC-4, has made possible nonstop 
flights over one thousand miles and one- 
stop or nonstop transcontinentals. If the 
loss of time involved in getting an airplane 


into and out of an airport is translated 
into loss of mileage and utilization, it is 
evident that 30 minutes in a 300-mile-an- 
hour plane means 150 miles. In terms of 
cost a new problem of short haul versus 
long haul, speaking of the payload, or 
short hop versus long hop, speaking of the 
important factor of distance between plane 
stops, has entered the scene. 


NEW TOOLS FOR COST CONTROL 


The result of the economic and technical 
forces at work has been that the plane-mile 
method of accounting for costs is as 
antiquated as the prewar plane flying on a 
plane-mile subsidy. 

Recognizing the new developments, the 
scheduled air carriers and the Civil 
Aeronautics Board developed a new system 
of account classification which was pub- 
lished as the Uniform System of Accounts 
for Air Carriers. This system went into 
effect as of January 1, 1947. At the same 
time the recurrent reports required by the 
Civil Aeronautics Board were completely 
overhauled, and financial reports were 
placed on a quarterly instead of a monthly 
basis. Two basic reforms were embodied in 
the income-statement schedules. The plane 
mile, a mere meter-reading so to speak, 
was replaced by the revenue ton mile, a 
unit which measures revenue load carried. 
The second innovation is Schedule B-5 
which furnishes information on the services 
rendered by each station and thereby im- 
plements an old schedule, now called B-4, 
which lists by categories the costs incurred 
at each station. 

Schedule B-5 calls for a classification of 
each station by code letters and for a list- 
ing of the services as follows: 

Station characteristics: 

A—City traffic offices 

B—Line operations 

C—Fueling and service 

D—Food service 

E—Stock and stores 


F—Communications 
G—Lay-over point 
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H—Reservations control 
I—Transfer point 
Number of Employees: 
Gross Ticket Sales: 
Number of Scheduled Departures: 
For each type of aircraft 
Actual Departures: 
Scheduled service 
Non-scheduled service 
Loads Enplaned: 
Number of revenue passengers 
Tons of mail 
Tons of express 
Tons of freight 


With regard to Schedule B-5, which is 
the most important innovation in the re- 
current reports, the CAB Manual includes 
the following: ‘The purpose of this 
schedule is to provide selected operating 
data relating to the individual on-line sta- 
tions for which the station expenses are 
reported on Line 3 to 58, inclusive, of 
Schedule B-4, Distribution of Station 
Expenses.” 

In effect, this means that the stations 
are treated as cost centers. Costs incurred 
at each station will be related to the serv- 
ices rendered at the station, ticket sales, 
the number of scheduled departures of 
small and large planes, actual departures, 
and loads enplaned. The schedule will 
give both the CAB and the airlines oppor- 
tunities for comparisons and for measur- 
ing efficiency. It will show that different 
stations rendering similar quantities of 
comparable services incur widely differing 
outlays. The airline managements may in- 
quire into the reasons and take such action 
as they deem appropriate. On the other 
hand, the Civil Aeronautics Board, in rate 
cases involving the determination of 
“need” of an individual carrier or reason- 
ableness of rates, may conceivably point 
to Schedule B-5 of the Safe Hop Airline 
and disallow costs in excess of those re- 
ported by other carriers for similar stations 
as not representing “honest, economical, 
and efficient management.” 


COST ALLOCATION 


Complete cost control in even the most 
complex enterprises may, of course, be 
established without any allocation at all. 
This certainly applies to airlines, since it 
should not be difficult to trace the respon- 
sibility for every expense incurred. 

However, in air transportation we have 
reached the point where choices have to be 
made as to the form in which certain serv- 
ices should be rendered. Every one of the 
larger airlines operates more than one 
plane type. Every airline management is 
free to decide whether or not to stop every 
flight at all authorized points. There is also 
some freedom in deciding whether or not 
to solicit certain classes of passenger, air 
express, or freight traffic. After all, freight, 
on a weight basis, pays less than half of 
what passengers or air express pay. For 
these decisions cost allocation can be a 
useful tool. 

Before starting on the idea of allocating 
cost it is necessary to fix the purpose which 
the allocation should serve. Manufactur- 
ing companies usually compute only one 
type of cost, the average cost of manufac- 
ture for a product. This sometimes in- 
volves decisions as to whether certain 
products should be treated as joint prod- 
ucts or as by-products, but in the end one 
set of cost figures is presented. Only for 
special purposes it may be necessary to 
prepare a second set pointed at a specific 
business proposition, such as a large con- 
tract with a mail-order house, entering a 
new territory, export orders, or at the shut- 
down of one plant. In that case the man- 
agement will break down the average cost 
and may compute costs on the basis of 
additional or additive costs using the as- 
sumption that certain groups of fixed costs 
will not change, and that the additional 
business volume need only cover the addi- 
tional costs in order to add to the com- 
pany’s profit. 

For airlines the question of the purpose 
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the costs are going to serve is very im- 
mediate. Hardly any airline, once it goes in 
for cost allocations, will find that one allo- 
cation will serve all needs. 


ALLOCATION FOR SCHEDULE DECISIONS 


The first type of allocation question the 
management is likely to bring to the ac- 
countant is: “What load do we need to 
justify flying a schedule’? That question 
calls for a determination of the additional 
cost incurred by adding the schedule, which 
of course always means a round trip. 
Pilots’ and stewardesses’ pay, gasoline and 
oil, and aircraft maintenance are always 
additional cost. Aircraft depreciation usu- 
ally is too, because most airlines can at 
all times locate a route where they can 
usefully employ their equipment. Station 
expenses involve some elements which are 
definitely additional costs, while others 
are not. The timing of the schedule at 
different stations may be important for 
determining whether the same station 
crew can service the schedule or if addi- 
tional personnel must be hired. 


ALLOCATION TO JUSTIFY DIFFERENTIAL 
SERVICE RATES 


The different classes of revenue load are 
differentiated not only as to accommoda- 
tions, but also as to priorities. The United 
States Mail may travel in a baggage com- 
partment, but it has first priority and can 
even displace a passenger. Passengers are 
second. Air express comes next, and air 
freight last. It is noted, though, that the 
DC-4 has a carrying capacity which sub- 
stantially exceeds the number of seats, 
which makes it rather attractive for the 
airlines to solicit air freight. As long as 
air freight will not reduce the passenger 
capacity and will not require special 
flights, it is decidedly a by-product on the 
DC-4 routes and may be costed as such. 
A certain additional quantity of fuel, the 


cost of handling the cargo, and a very 
slight increase in flying time due to the 
heavier load may be the only additional 
cost incurred. Some of the large airlines 
have offcred recently to carry freight for as 
little as 10 or 12 cents per ton mile. This 
rate compares to about 55 cents for ten 
passengers equal to one ton, and 45 cents 
per ton mile for United States Mail (mail 
rate for the Four” airlines).! 


OTHER ALLOCATIONS ON BASIS OF 
ADDITIONAL COSTS 


Other allocations are conceivable which 
may involve the concept of additional 
costs. Certain routes or route segments 
may be figured on that basis to determine 
their profitability, or as a test intended to 
ascertain whether or not they are self- 
supporting. However, a word of warning 
should be added to the application of the 
theory of additional costs. The additional 
services usually do not follow the theory of 
additional costs for very long. There is a 
strong tendency for most of the overhead 
items to creep up toward the full ratio. 
This will be especially true if the additional 
schedules become permanent. 


ALLOCATIONS ON BASIS OF AVERAGE COST 


Every airline knows or can determine 
the direct aircraft operating expenses for 
a flight from one station to another sta- 
tion for each type of aircraft. The airline 
accountant also knows the capacity of each 
plane type, the average load, and the costs 
incurred at each station. Ignoring for the 
moment general expenses and expenses at 
the maintenance base, it appears that it 
should be easy to determine the total cost 
of carrying one passenger from New York 
Chicago. Yet there will be quite a few 


1A show cause order stipulating an increase in 
United States Mail rates to about 60 cents a ton mile 
was issued by the Civil Aeronautics Board on March 29, 
1948. 
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questions even regarding the direct air- 
craft operating expenses chargeable to the 
flight. 

If the passenger uses the popular 4 P.M. 
schedule, the load factor will be close to 
100 per cent and will average close to 100 
per cent for all work days. If he uses one 
of the less popular mid-day or late evening 
schedules, the load will usually be much 
smaller. Should we assign the cost of carry- 
ing the empty seats to the passengers of 
the particular schedule, or should we lump 
all schedules and let all passengers bear 
all direct aircraft operating expenses be- 
tween those two stations? The latter 
seems more justifiable, especially because 
in other ways it is the rush-hour passenger 
who has caused the airline to acquire ad- 
ditional equipment. Moreover, the timing 
of the mid-day trip may be necessitated 
by bringing the plane to the terminal in 
time for the after-business traffic. In fact, 
one could even justify charging the rush 
hour and week-end-peak passengers de- 
preciation on aircraft at an elevated rate, 
because the average utilization of aircraft 
suffers from the need of additional equip- 
ment for rush hours and weekends. 

We probably can also agree that the 
expenses should generally be averaged for 
the month or even for a longer period. 
There will also be agreement, I assume, 
that a particular flight in bad weather 
should not be charged for additional gas, 
pilot’s pay, and depreciation when head 
winds or storms lengthen the flight. 

A more difficult question is what sched- 
ules to average for the New York-Chicago 
passenger. If his schedule is a DC-6 non- 
stop he receives superior service, yet since 
the scheduled flying time is forty minutes 
less than the DC-6 flight which stops at 
Detroit the direct aircraft operating ex- 
pense for the through flight is lower. In- 
cidentally, since the older DC-3’s are 
usually flown on the schedules with more 


stops, and since those planes have a higher 
operating cost per seat mile, the aircraft 
operating cost of carrying a passenger on a 
multi-stop flight is greater not only by the 
additional operating time but by an 
additional factor representing the cost of 
the stop and of local operations. 

When it comes to the allocation of 
ground and indirect expenses, the number of 
possible allocations will be very large. Air- 
borne time, plane miles, useful ton miles 
(capacity including gasoline and crew), 
available ton miles (capacity excluding 
gasoline and crew), ton miles (load pas- 
sengers at estimated or actual weight), 
number of passengers, number of reve- 
nue passengers (exclusive of employees), 
and revenue passenger miles are just a 
few of the possible yardsticks, without 
giving thought to any combinations of 
factors. 

But before we can even begin to consider 
yardsticks we should think in principles 
and in objectives. 

In the case of our New York-Chicago 
passenger, it may appear certain that the 
flight should absorb some of the expenses 
of the stations in New York and Chicago. 
If the same airline operates out of New 
York a mass operation over a short dis- 
tance, such as New York-Boston or New 
York-Washington, the allocation will not 
be easy. 

Another knotty question is whether or 
not the flight should carry some of the 
expenses incurred at the on-line stations 
that were skipped? Let us assume for the 
sake of argument that no meteorological, 
navigational, or emergency landing field 
service is furnished by the on-line stations. 
In that case the flight does not benefit 
from the existence of the way stations. 

However, if the flight actually stops in 
Buffalo and Detroit there might be a 
stronger point for charging the flight with 
a proportionate share of the cost of the two 
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stations. However, should that charge also 
apply to through passengers? The stops to 
them are a loss of time and a nuisance. 

After considerable thought it would ap- 
pear that, except for special purposes, pro- 
ration of station expenses should not be 
confined to flights that pass over the par- 
ticular station, pass through it, or to the 
passengers that pass through them. A sta- 
tion really serves and benefits the entire 
system of the airline, and in fact, all air- 
lines. Each station originates traffic and 
increases the opportunity for air travel. 
Station costs are very properly an over- 
head charge to be distributed over all 
revenue flights on the system. 

If in a special case it is essential to de- 
termine the profitability of a station, it 
will be necessary to make a special study 
which must take into account traffic origi- 
nated and terminated. The station, rather 
than the flight, will then be the cost center. 


The application of any kind of real ac- 
counting for the cost of useful service per- 
formed will no doubt result in establishing 
the fact that nonstop flights are much less 
costly than flights with frequent stops, 
and that long-haul traffic is far more 
profitable than shorter haul. This fact is 
well known in rail-roading. The slope in 
favor of long haul costs is very much 
steeper for air transportation. 

As more long-range planes are placed 
into service, proper cost-accounting prin- 
ciples will likely serve to support proposals 
to revise the present flat 5} cents per mile 
passenger fare structure basis. The de- 
mand for long-haul transportation un- 
doubtedly is elastic. Not only may rail- 
road users switch to the plane, but poten- 
tial travelers who now stay home may be 
tempted to take to the ‘air for their trip 
West or to the big cities of the East, or 
for their long-deferred vacation. 
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ORIGINAL COST AND PUBLIC 
UTILITY REGULATION 


RaymonpD C. DEIN 


IRTUALLY ALL uniform systems of 

\ accounts for public utilities have 
been revised more or less exten- 
sively since 1937. Of the several interesting 
features embodied in these systems, one 
particular innovation, the original cost 
procedure, really deserves more careful at- 
tention than accountants have seemed will- 
ing to give it. The principal advocate (but 
not the originator of the idea) of the origi- 
nal cost procedure for utility systems of 
accounts has been the Committee on Sta- 
tistics and Accounts of the National As- 
sociation of Railroad and Utility Commis- 
sioners (NARUC). The original cost pro- 
cedure ingeniously utilizes accounting 
techniques to isolate and emphasize infor- 
mation which the regulatory authorities 
have said they must have in order to dis- 
charge their regulatory functions ade- 
quately. It should be understood from the 
very beginning that not every firm finds 
itself required to use this procedure. The 
procedure is applicable only in the situa- 
tion in which an operating system is not 
presently being operated by the firm which 
first devoted the system to the public use. 
Therefore, only those firms are concerned 
with this procedure which have acquired 
part or all of their operating systems by 
virtue of a lump-sum, or basket, purchase. 
The procedure may be looked upon as an 
attack upon the very knotty problems 
which are almost inevitably associated 
with the lump-sum purchase. Of especial 
interest to accountants should be the fact 
that the distribution of the purchase price 
to the various property accounts is ac- 
complished without resort either to ap- 
praisal or to action by a board of directors. 
Moreover, entries may be reasonably 


readily made which maintain integrity in 
the property accounts on the occasion of 
retirement of items which were the subject 
of lump-sum purchase. In short, the ac- 
counting for lump-sum purchases is solely 
an accounting procedure from beginning to 
end. 

By whatever method the present ac- 
counting company has acquired its plant, 
whether through construction or through 
lump-sum purchase, the uniform systems 
of accounts require that the plant accounts 
be presented in summary manner on the 
balance sheet on the following bases: 

Utility Plant in Service, 

Utility Plant Leased to Others, 


Construction Work in Progress, 
Utility Plant Held for Future Use. 


If the plant were constructed by the pres- 
ent accounting company, the accounts 
must be kept at cost as “ascertained by 
analysis of the utility’s records.” If, on the 
other hand, the plant or a part thereof, 
were acquired from another utility com- 
pany, the plant accounts must be carried 
at cost “of predecessor or vendor com- 
panies . . . less depreciation and amortiza- 
tion and contributions in aid of construc- 
tion.” Since property acquired as an 
operating unit would rarely cost the pres- 
ent accounting company what it had cost 
the person who first devoted the property 
to the public service, a fifth summary 
property account is provided. This ac- 
count, Utility Plant Acquisition Adjust- 
ment Account, carries the difference be- 
tween original cost and cost to the present 
accounting company. Nothing in the sys- 


“Original cost” is defined to mean ‘“‘the cost of 
such property to the person first devoting it to public 
service.”? 
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tem of accounts suggests that the Acquisi- 
tion Adjustment Account is an “intangi- 
ble” asset account, the equivalent of, say, 
Goodwill. There are Intangible Plant ac- 
counts in the system, three of them—z1z., 
Organization, Franchises and Consents, 
and Miscellaneous Intangible Plant.’ 
Amounts in these Intangible Plant ac- 
counts are presumably to be included in 
the five property summaries above de- 
tailed in the same manner as_ those 
property accounts not clearly labeled In- 
tangible. It is interesting to note, in 
further connection with these summaries, 
the following interesting proviso in the 
text of the Acquisition Adjustment Ac- 
count: 

The account shall be so subdivided, when prac- 
ticable, as to show the amounts applicable to 


utility plant in service, utility plant leased to 
others, and utility plant held for future use. 


The net effect of the plant accounting con- 
templated for utilities is that these sum- 
maries will provide (1) without the Acqui- 
sition Adjustment Account, an aggregate 
of the costs incurred when the particular 
resources were first devoted to the public 
use, and (2) with the Acquisition Adjust- 
ment Account, an aggregate of the costs 
actually incurred by the present account- 
ing company. 

Depreciation is universally prescribed 
for public utilities in modern uniform sys- 
tems of accounts. This requirement raises 
the interesting question of whether the 
Acquisition Adjustment Account is to be 
subjected to similar periodic write-off. The 
system, in fact, does provide that “the 
amounts recorded in this account with re- 


* The text with respect to Miscellaneous Intangible 
Plant is as follows: ‘‘This account shall include the cost 
of patent rights, licenses, privileges, and other in- 
tangible property necessary or valuable in the conduct 
of the utility’s electric operations and not specifically 
chargeable to any other account.” It is therefore to be 
concluded that amounts belonging in the Acquisition 
Adjustment Account may not be carried in this Mis- 
cellaneous Intangible Plant Account. 


spect to each property acquisition shall be 
depreciated, amortized, or otherwise dis- 
posed of, as the Commission may approve 
or direct.” The credit portion of this 
amortization (depreciation) entry is Re- 
serve for Amortization of Utility Plant 
Acquisition Adjustment Account “for the 
purpose of providing for the extinguish- 
ment of amounts in Account 100-5, 
Utility Plant Acquisition Adjustments.’ 
The balance in the Reserve for Amortiza- 
tion of Utility Plant Acquisition Adjust- 
ment Account seemingly may be built up 
under either of two schemes. If the ac- 
counting company has subdivided, as it 
may, the balance in the Acquisition Ad- 
justment Account according to the four 
previously listed operating plant sum- 
maries, the credit to the Reserve for De- 
preciation and to the Reserve for Amorti- 
zation may be obtained through the appli- 
cation of the appropriate composite per- 
centages to the appropriate bases. If, on 
the other hand, the accounting company 
has not seen fit to subdivide the balance of 
the Acquisition Adjustment Account ac- 
cording to property groupings, the evi- 
dence is that the commissions will approve 
proposals to amortize the balance in from 
ten to fifteen years. In short, it is contem- 
plated that the accounting company will 
propose that the balance in the Acquisition 
Adjustment Account will be amortized as 
part of a complete depreciation plan.‘ The 
second of the schemes would seem to have 
a commendable simplicity in its favor and 
at the same time give results not far differ- 
ent from those obtained with the first 
scheme with its pretense of greater ac- 
curacy. 

Such then, in brief, is the structure of 

§ This is quoted from the text of the uniform system 
for electric utilities. The account number applied to the 
Acquisition Adjustment Account varies somewhat 
among the various systems. 

4 The system provides that the debits which offset 
the Reserve for Amortization may either be an operat- 


ing expense, an income deduction, or a surplus de- 
duction. 
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the original cost procedure (often referred 
to as the “principle of original cost’’). 
Under this procedure there is, of course, no 
place in the plant accounts for those 
amounts which were often buried there: 
write-ups accomplished in recording the 
rate base, intra-company profits, unre- 
corded retirements, discount on stocks and 
bonds. As the plant accounts must now be 
kept, it is possible to determine how much 
of the balance carried in the plant account 
is there solely by virtue of the transfer of 
plant between accounting entities. It is 
probably not too strong an assertion that 
plant accounts in the utility field have been 
made more truly and reliably uniform than 
in any other field. What is gained by such 
uniformity is, of course, another question. 
The ultimate test which every accounting 
procedure must meet is that its results 
shall be reliable enough to be useful in 
policy evaluation and determination. The 
regulatory authorities assert that the 
principle of original cost meets this test.® 
And it may be noted in passing that the 
government has been recognized by ac- 
countants as one of the interests which an 
accounting system should undertake to 
serve.® 


5 Testimony given by Mr. Fred Kleinman in Matter 
of Arkansas Power and Light Company, Docket No. 225 
(1944), State of Arkansas Department of Public Utili- 
ties, has been relied upon as reflective of the opinion of 
regulatory authorities. Mr. Kleinman seems particu- 
larly well qualified to speak for the regulatory authori- 
ties because he has continuously and for considerable 
time been intimately associated with developments in 
accounting as an aid to regulation. Since 1934 Mr. 
Kleinman has been Chief of Accounts and Finance of 
the Illinois Commerce Commission, as well as a member 
(later Chairman) of the Committee on Statistics and 
Accounts of the NARUC. Mr. Kleinman is a Certified 
Public Accountant. 

Much of what is said in this paper represents this 
writer’s interpretation of Mr. Kleinman’s testimony. 

6 The Executive Committee of the American Ac- 
counting Association in ‘‘Accounting Principles Under- 
lying Corporate Financial Statements’ makes this 
statement: ‘‘Indeed, the Committee believes that basic 
accounting concepts should be given continuous study, 
to the end that the needs of those concerned with cor- 
porate reports, whether as managers, investors, mem- 
bers of regulatory bodies, or the general public, may 
be best served.” 


The Accounting Review 


The regulatory authorities maintain 
that the principle of original cost is essen- 
tial to an effective regulatory system and 
they offer three bases of justification. 
First, they contend that both the original 
cost and the purchase price to the present 
accounting company are significant in de- 
termining the adequacy of a given rate 
level. For instance, a schedule of rates 
which appeared adequate to the predeces- 
sor company might appear inadequate 
when and if the operating revenue ac- 
counts had to assume the amortization of 
the amounts which are currently carried in 
the Acquisition Adjustment Account. In 
short, it ought not to be possible that the 
shift of an operating system from one ac- 
counting entity to another could make a 
given schedule of rates appear confisca- 
tory; and it ought not to be possible to hide 
completely the fact that a reduction in 
rates might have been feasible had the 
excessive earning power not been capital- 
ized through transfer of the system to a 
new accounting entity (which new entity 
would then of necessity amortize the bal- 
ance it carries in the Acquisition Adjust- 
ment Account).’ Let it be emphasized, of 
course, that the adoption of the principle 
of original cost in the accounts does not 
eliminate transfers of operating systems 


7 A practice of accountants which is hardly logically 
defensible is the one wherein some portion of a lump- 
sum purchase price is more or less arbitrarily assigned 
(perhaps as a result of an appraisal but nonetheless 
arbitrary) as payment for certain so-called ‘‘tangible 
property” items and the balance is as arbitrarily de- 
nominated as payment for excessive earning power— 
an ‘‘intangible property” item. Such an apportioning 
does violence to the principle that accounting record- 
ings shall be based upon objective evidence. In a lump- 
sum purchase the one truly reliable bit of objective 
evidence consists of the fact that a certain amount of 
money was paid for the enterprise. The line between a 
tangible and an intangible property item is, of course, 
exceedingly fine. Thoughtful accountants from Henry 
Rand Hatfield on have pointed out (and then seem- 
ingly forgotten it) that such eminently respectable 
tangible items as bonds, notes, and accounts, are really 
quite intangible in final analysis. The NARUC system 
of accounts avoids all these logical difficulties of nomen- 
clature through the device of original cost and the 
Acquisition Adjustment Account. 
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between accounting entities. Original cost 
accounting simply makes more explicit the 
effects of the transfer of utility plant upon 
the operating results being reported. 

The second claim made for the original 
cost principle by the regulatory authorities 
is that only in this way can there be any 
assurance that integrity might first be re- 
stored and then maintained in the property 
accounts of utility companies. Plant ac- 
counting requirements of the 1922 
NARUC Classification of Accounts (the 
classification generally followed prior to 
the 1937 formulation) had contemplated 
that the lump-sum purchase price of an 
operating utility system would be entirely 
removed from the plant accounts when 
and as the items making up the purchased 
system were removed from service. The 
Federal Trade Commission investigation 
found, however, that utility accounting 
practice quite often, if not usually, fell far 
short of accounting precept with respect to 
these plant accounts. For the most part, 
the lump-sum purchase price had not been 
formally allocated to particular physical 
items; and when retirements of physical 
items took place it was quite customary to 
record the retirement at some estimated 
cost, perhaps estimated cost at the time the 
physical item in question had been in- 
corporated into the plant. The net result 
was that balances which under present re- 
quirements must be set up in an Acquisi- 
tion Adjustment Account had accumu- 
lated in the utility plant accounts, but 
that no provision had been made for 
ultimate removal of such balances from the 
plant accounts. Under the new uniform 
systems of accounts, the accounting for re- 
tirements in plants obtained through lump- 
sum purchase has probably been made as 
simple and as routinized (and as satis- 
factory) as it can possibly be made. For all 
practical purposes the entry for retirement 
of a property item is identical regardless of 
whether the accounting company is the 


company which had devoted the item to 
the public service. The periodic amortiza- 
tion of the balance in the Acquisition Ad- 
justment Account emphasizes how much 
the charges against operations have been 
increased by reason of the shift of plants 
between accounting entities. If as a result 
of this shift between entities certain other 
charges against operations have decreased, 
that fact will be disclosed by comparative 
analyses. 

A third, and a most important, claim 
which the regulatory authorities make for 
the principle of original cost is that the 
procedure can render invaluable aid in de- 
termining the rate base for a utility com- 
pany. Few people familiar with the course 
of utility regulation of the twenties would 
be willing to say that the method of rate 
base determination which had developed 
under the “‘fair value” doctrine of Smyth 
versus Ames deserves to be retained. That 
valuation process is expensive, is difficult 
to administer, and often appeared to sub- 
vert justice. By way of contrast to that 
process, the regulatory authorities would 
like to be able to find in the books of ac- 
count most of the figures needed for a rate 
base determination. An illustration of 
what almost intolerable obstacles were 
raised under fair value processes is fur- 
nished by the experience of the Illinois 
Public Service Commission. In 1921 the 
Illinois Commission had issued an order 
which required the Illinois Bell Telephone 
Company to reduce its intra-state rates. 
Not until 1934, thirteen years later, when 
the United States Supreme Court upheld 
the validity of the Commission’s order 
(in the now famous Lindheimer case*) was 
the litigation terminated and the rates re- 
duced. In the opinion which he wrote for 
the Court in this case, Mr. Justice Hughes 


8 Lindheimer v. Illinois Bell Telephone Co., 292 
U. S. 151. The case is fairly completely reviewed in 
St. Joseph Stockyards Co. v U. S., 298 U.S. 38, 88. 
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noted that not only had the Bell Company 
demonstrated that the lowered rates 
(which had never been put into effect) 
were “confiscatory” but that the Bell 
Company had also, perhaps inadvertently, 
demonstrated that the old rates (which the 
company had continued to charge) were at 
least ‘‘substantially confiscatory.”’ Mr. 
Justice Hughes found it hard to believe 
that rates “substantially confiscatory” 
would enable a company to make the ex- 
emplary financial and operating record 
which was claimed for the company for the 
period of the litigation: a greater amount 
of plant added new during the period than 
was in service at the beginning of the pe- 
riod; the property maintained at a high 
and even standard which made it possible 
at all times to give adequate telephone 
service abreast of the times; interest paid 
on the debt, eight per cent dividends paid 
on the stock, and the balance of the surplus 
account substantially increased. Mr. Jus- 
tice Hughes’s conclusion seemed inescap- 
able and suggested that a new approach to 
the rate base problem would be quite in 
order: 

This actual experience of the Company is more 
convincing than tabulations of estimates.... 


Proving too much, they fail of the intended 
effect.° 


It should be made clear at this point 
that the adoption of the principle of origi- 
nal cost in the systems of accounts does 
not mean that original cost has become, by 
that fact, the rate base. Most of the state 
public service commissions, for example, 
are required by their statutes to give more 
or less substantial weight to reproduction 
value in a rate base determination. How- 


® Ibid., at pp. 163, 175. As early as 1932 the tendency 
for rate reduction orders to be litigated indefinitely had 
led the Wisconsin® Public Service Commission*in~a 
partial revision of electric utility accounts which be- 
came effective January 1, 1932, to provide an Acquisi- 
tion Adjustment Account. See Second Biennial Report 
of Wisconsin Public Service Commission, 1932-1934, 
pp. 17-18. 


ever, two states at least, New York and 
Pennsylvania, have validated original cost 
for some rate base purposes by making the 
original cost tabulations the basis by which 
the reasonableness is tested of the tempo. 
rary rates prescribed by the respective 
public service commissions. New York’s 
statute, passed in 1934, provided that 
commission prescribed temporary rates 
were to be considered reasonable if “suffi- 
cient to provide a return of not less than 
five per cent upon the original cost, less 
accrued depreciation.”’® Pennsylvania 
passed a similar statute in 1938. The rep- 
resentatives of the regulatory fraternity 
are generally frank to state that they are 
looking toward the day when original cost 
data will be basic to rate base determina- 
tion. This does not mean that these men 
wish rate base determination to become a 
matter of formula. The balance sheet ac- 
counts would, say, provide the basic list of 
items which might be included in the rate 
base tabulation. Then an analysis of the 
content of these accounts would provide 
the amounts which might be attached to 
each item admitted to the list. 

That even with original cost accepted as 
an indispensable element in rate base de- 
termination the regulatory authorities 
would not reduce the regulative process to 
formula only emphasizes a truth which has 
been overlooked often in original cost dis- 
cussions. The principle of original cost is 
intended to provide information for use by 
the regulatory authorities, but those au- 
thorities must always determine how com- 
plete and reliable is the information and 
how those data shall be supplemented. 
Decisions based upon accounting data can 
hardly be valid if the users of the data do 
not know, appreciate, and understand the 
design of the accounting system which 
provides the data being used. And, an ac- 


10 Laws of New York, 1934, Chapter 287, Sub- 
division 114. 
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counting system can be slanted to provide 
some particular type of information not 
usually obtained. It has been pointed out 
that it is possible to present in the same set 
of accounts both the cost to the person who 
first devoted the resources (plant) to the 
public service, and the cost of the plant to 
the present accounting company. It is pos- 
sible to compare annual depreciation 
charges of the predecessor company with 
the annual depreciation and amortization 
charges of the present accounting com- 
pany. And it is possible to make entries 
which record retirements be uniform 
whether or not the property items have 
been shifted between accounting entities. 
So far as the principle of original cost is 
concerned, the responsibility of the ac- 
countant, gua accountant, ends with the 
presentation of figures which isolate and 
emphasize the effects of transfers between 
accounting entities upon the financial and 
operating statements. The accountant 
must, of course, be certain that the 
labels he has applied to the various magni- 
tudes are not misconstrued. The responsi- 
bility of the administrator, the regulator, 
begins with translating the information 
conveyed by the data into public policy. In 
other words, it is the regulatory authorities 
in their administrative capacity, not their 
capacity to determine content of the ac- 
counting system, who decide whether or 
how original cost data enter into the rate 
base. The general principle is that ac- 
counting may provide information by 
which public policy may be tested and di- 
rected, but accounting does not select or 
determine public policy. 

A perusal of the literature of accounting 
which deals with the principle of original 
cost reveals the fact that the principle was 
developed and refined to its present state 
almost entirely by the regulatory authori- 
ties." As a matter of fact, it appears that 


1 The American Institute of Accountants has had a 
committee on public utility accounting since 1935. 


the accounting profession outside the regu- 
latory group is either skeptical of the use- 
fulness of the principle or is unalterably 
hostile and opposed to its incorporation 
into the uniform systems of accounts. The 
grounds for such opinion can perhaps best 
be set forth by quoting from the writings 
of selected eminent accountants. Dean 
John Madden, writing in 1940, found the 
provisions of these uniform systems 


brain trust designed and politically conceived. 
... The true purposes of these innovations are to 
be found in other than accounting ends... .” 


Professor Paton in his Advanced Ac- 
counting (1941) writes: 


The cost which should appear in the ac- 
counts ... is the cost to the present owner. This 
point is sometimes overlooked, particularly in the 
utility field.... Ignoring any excuses for such 
practice which may be found in utility regulation 
this is not good accounting.” 


And Professor Sanders wrote as early as 
1936 that these original cost provisions 
strike “‘at the very roots of what has al- 
ways been regarded as sound property ac- 
counting.’"* It is only fair to Professor 
Sanders to note that by 1944, in testimony 
before the Arkansas Public Service Com- 
mission, his condemnation had been some- 
what modified: 


It is entirely proper for the accounts, by means 
of subdivisions, to furnish information in which 
a regulatory body, or the management, may have 
an interest. The propriety and utility of the prac- 
tice depend on the subsequent interpretations and 
dispositions made of these subdivisions. Cost to 
the original owners cannot, under principles of 
accounting, be made to supersede cost to the 
present owners; nor can the sanctions of account- 
ing principles be claimed for arbitrarily writing 
off any part of the investment of the present 
owners.!® 


1 Madden, John T., ‘‘Public Utility Accounting— 
1940,” Proceedings, American Gas Association (1940), 
pp. 242, 246. 

18 Paton, W. A., loc. cit., p. 262. 

14 T. H. Sanders, ‘“‘Influence of the Securities Com- 
mission upon Accounting Principles,” AccouNTING 
REvIEW, XI (1936), p. 70. 

% Matter of Arkansas Power and Light Company, 
p. 780. The testimony of Mr. George O. May and Mr. 
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Most recently, Professor Dohr in his series 
of articles on “Power Price Fixing” has 
quoted approvingly of the view of Mr. 
Justice Jackson (in Hope Natural Gas 
Company case") that the regulatory au- 
thorities are in a fair way to make a “‘fetish 
of accounting” in their current empha- 
sis upon the principle of original cost. 
Professor Dohr’s final conclusion is as 
follows: 

Formulas should be discarded and standards 
should be set up similar to those which apply to 
management in the competitive industries... . 
If, as has been demonstrated, no accounting for- 
mula will result in satisfactory rates, there is no 
point in warping generally accepted accounting 
principles to meet a single and highly specialized 
requirement.!* 

In this brief (but representative) survey 
of accounting literature, one is first im- 
pressed by the complete absence of refer- 
ence to any of the considerations which 
commended the principle of original cost 
to the regulatory authorities as an ap- 
propriate accounting procedure for the 
uniform systems of accounts. The rather 
astonishing conclusion seems to be sug- 
gested that these accountants will not 


object to the incorporation of the principle, 


of original cost into the uniform systems of 
accounts for utilities if it only be recog- 
nized from the outset that no useful infor- 
mation can be obtained therefrom for any 
legitimate or justifiable use of account 
balances. If it be objected that these emi- 
nent accountants who have been quoted 
were speaking of the merits of original cost 
as a desirable rate base (as, indeed, there 
is considerable evidence) and not of the 
merits of original cost as a permissible, if 
not appropriate, accounting device, then 
the conclusions reached must be criticized 


Henry A. Horne on this topic in this investigation was 
similar. 

‘6 Federal Power Commission v. Hope Natural Gas 
Company, 320 U. S. 591 (1944). 

17 Price Fixing,” Journal of Accountancy, 
Vol. 80 (1945), p. 22. 


as not being supported by evidence. No 
study, for example, seems to have been 
made to show that had the Illinois Com- 
mission in 1921 had an original cost finding 
to support its order the ultimate results 
detailed in the Lindheimer decision would 
have made original cost appear as capri- 
cious in operation as fair value did appear. 
The accountant is certainly to be permit- 
ted a voice on what is proper public policy, 
especially when he speaks in an area in 
which he is informed. It may actually be, 
as Victor Brink has recently stated, that 
the accountant by training and by experi- 
ence is admirably placed to evaluate and 
prescribe public policy.'* But when the ac 
countant presumes to evaluate public 
policy he should surely be careful not to 
give the impression that he is invoking the 
authority of accounting principles and 
procedures in favor of his position on a 
question of public policy. Principles of ac- 
counting simply do not favor one public 
policy over another. Whether, for instance, 
original cost tabulations are irrelevant for 
rate base purposes is a matter for determi- 
nation on grounds other than an appeal to 
the authority of principles of accounting. 
It must be recognized and emphasized that 
good accounting can and must be enlisted 
in the service of and for the protection of 
the public as well as of management. And 
already there is too much evidence that a 
large segment of the public believes that 
accounting speaks only for, to, and on be- 
half of management.’® Reduced to its 
lowest terms, the argument seems to con- 
sist of assertions that rate bases have never 
been determined by resort to books of ac- 
count. 

A corollary to this proposition is that 
the principle of original cost is suspect be- 


18 Brink, Victor Z., ‘‘Accounting and Industrial 
Peace,” Journal of Accountancy, Vol. 83 (May, 1947), 
pp. 385-393. 

19 See ‘‘What the Public Thinks of Financial State- 
ments,” Journal of Accountancy, Vol. 83 (May, 1947) 
pp. 385-393. 
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cause it is new.?° To determine the rate 
base from books of account may be found 
to be unwise and accounting procedures, it 
is held, should not be a party to the result- 
ant subversion of justice and fair play. 
The point will have to be made, however, 
that if the authority of history is invoked 
the case for the principle of original cost is 
harmed not a bit. It is simply not true that 
the history of utility rate regulation be- 
gins, as it is often made to begin, with the 
enunciation of the “‘fair value” doctrine in 
the Smyth versus Ames decision.”* Some 
very early state statutes (prior to 1800) 
provided that title to bridges, canals, and 
turnpikes should automatically revert to 
the state after, say, fifty years. Other 
statutes provided that the state might 
purchase the bridge, the canal, or the turn- 
pike after a certain time had elapsed and 
some prescribed the formula by which the 
purchase price was to be computed. Mary- 
land’s turnpike statute of 1804, for in- 
stance, provided that if a given turnpike 
earned more than ten per cent in any one 
year, the excess over ten per cent was to be 
paid over to the court and finally was to be 
used in purchasing the road. The state’s 
purchase price was set at cost of the road 
plus any deficiency of return below ten per 
cent in any of the preceding years of pri- 
vate ownership.” 

When enterprises which we know as 
public utilities began to be allowed to as- 
sume the corporate form the charters 
which the legislatures granted carried both 
profit limitations and purchase formulae. 
The charter of the Boston and Lowell 


20 Walter Staub has referred to the principle of origi- 
nal cost as a “‘revolutionary concept of cost of property 
in a public utility enterprise.” Auditing Developments 
of the Twentieth Century, Cambridge (1941), p. 22. 

*t This is the starting point in Henry Horne’s chap- 
ter on ‘‘Public Utility Accounting” in Contemporary 
Accounting. 

“This material is conveniently summarized in 
Hunter, M. H., ‘‘Early Regulation of Public Service 
Corporations,’ American Economic Review, Vol. 7 
(1917), pp. 572 ff. 


Railroad, granted by the state of Massa- 
chusetts in 1830, contained the following 
provisions which for a time were followed 
by most states in their corporate charters: 
(That a toll) be, and hereby is granted and es- 
tablished . . . as may be agreed upon and estab- 
lished from time to time by the directors of said 
corporation.... Provided, however, that if at 
the expiration of four years from and after the 
completion of said road, the net income or re- 
ceipts from tolls, and other profits, taking the four 
years aforesaid as the basis of calculation, shall 
have amounted to more than ten per cent per 
annum upon the cost of the road, the legislature 
may take measures to alter and reduce the rate 
of tolls or other profits in such manner as to take 
off the overplus for the next four years, calculat- 
ing the amount of transportation upon the road to 
be the same as the four preceding years; and at 
the end of every four years thereafter the same 
proceedings may be had. 


A turnpike charter issued* by Kentucky in 
1834 contained these same general pro- 
visions but made fourteen per cent the al- 
lowable rate of return. The charter 
granted by the Illinois legislature to the 
Illinois Central Railroad in 1836 followed 
the Boston and Lowell model except that 
the allowable rate of return was set at 
twelve per cent “on the capital actually 
paid in.” Regulation went farther than 
simply prescribing the rate of earnings 
which could not be exceeded without the 
legislature being empowered “to take off 
the overplus.”” The companies were re- 
quired by their charters and by auxiliary 
statutes to report annually on such mat- 
ters as receipts, expenditures, “capital 
paid in,” and dividends paid. The follow- 
ing interesting paragraph from the 1849 
Annual Report of the Boston and Lowell 
Railroad gives further insight into the atti- 
tude of that management toward the profit 
restrictions: 


What should be a fair remuneration is a ques- 
tion upon which there is doubtless a difference of 


23 To the Covington and Lexington Turnpike Com- 
pany, February 22, 1834. 
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opinion. The legislature, who are supposed to ex- 
press public sentiment on such matters, have fixed 
the maximum at ten per cent per annum.... 
The directors of the Boston and Lowell Railroad 
have never aimed at a higher rate of dividend 
than eight per cent per annum.... All the 
revenues above this and the current expenses, 
including all the premium upon new stock issued, 
have been applied as fast as received, to the im- 
provement of its accommodations. 


It will bear emphasis that the management 
of the Boston and Lowell did not consider 
the ploughing back of earnings into the 
enterprise as reason for increasing the per- 
mitted earnings base; or even that the sale 
of stock at a premium added more than the 
par to the total permitted earnings base. 
It may also be noted that there was a 
tendency to identify cost and capital actu- 
ally paid in (both terms were in frequent 
use) with outstanding capital stock. It was 
truly a “dividends-on-stock” test which 
was being used to determine the reason- 
ableness of the rates being charged. 

There were sound reasons why there 
tended to be an equivalence between cost 
and capital actually paid in, on the one 
hand, and outstanding capital stock, on 
the other. One of those reasons was that it 
would have been unusual, if not totally ir- 
regular, to transfer the properties of such 
enterprises to another accounting entity. 
When the formation of a business is de- 
pendent upon a very formal act by a legis- 
lature an effective limitation has been 
placed on the number of accounting enti- 
ties among which property might be trans- 
ferred. But the conditions which had made 
the “dividends-on-stock” test of rate 
reasonableness quite satisfactory soon 
changed quite radically. General incorpo- 
ration statutes became the rule after 1848, 
and as a consequence corporate enterprise 
came more and more to be the vehicle for 
opening up the West. Railroad corpora- 
tions and auxiliary enterprises sprung up 
everywhere. It was found that fortunes 
could often be made much more quickly by 


building a railroad than by operating it. 
Other fortunes could be made by consoli- 
dating the operating links. When the New 
York Central Railroad was formed by 
combining ten small roads the total prede- 
cessor company capital stock issue of 
$23,000,000 was replaced with the single 
capital stock issue of $35,000,000. But not 
all the increase in the amount of outstand- 
ing railroad capital stock issues is to be 
accounted for by building and consolidat- 
ing ventures. It was quite often the rule 
that much construction had to be done 
over before the railroad could handle a 
paying volume of traffic. To reconstruct 
the road (of course the original road ex- 
penditure had not been amortized and the 
treasury was empty) there was often no 
alternative but to issue more stock. “The 
wretched machinery of the construction 
company,” as the Illinois Warehouse 
Commission once expressed it, only in- 
creased the unamortized first cost of build- 
ing the road and made certain that the 
treasury was empty when the rebuilding 
had to take place. It was not a pleasant 
prospect with which the public was faced. 
The railroad had to be rebuilt to be able 
to offer reasonably adequate service, but 
to do that often meant that many new 
shares of stock would need to be issued and 
each such share would become a potential 
claimant for a ten or a twelve per cent re- 
turn. It was this particular condition to 
which the Commissioner of Railroads and 
Telegraphs of Ohio referred in his 1869 
Annual Report. “Some companies have, 
by gradual steps,” he said, ‘increased their 
capital more than five fold its original 
amount.” The basis of the increase was 
“the enhanced value of the property, the 
application of money derived from net 
earnings to building double tracks, build- 
ing trestles, replacing wooden structures 
with stone or iron, straightening and 
changing lines, etc.” “‘As a result of this,” 
he continued, “‘a demand is being made by 
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some companies for an increase in rates of 
transportation . . . so as to pay dividends 
on the increased stock.”™ At the depres- 
sion and drouth ridden frontiers claims 
that rates must be raised to pay dividends 
on a capitalization which was only partly 
represented by construction actually and 
efiectively being utilized in the service of 
the public became a live political issue. In 
1870 Illinois actually placed in its revised 
constitution a prohibition against consoli- 
dation of stock, property, or franchises of 
competing railroads. Other states either 
passed or had already passed laws which 
prescribed maximum charges for freight 
and passengers. The term “stock water- 
ing” (which originated in this period) was 
coined to describe these particular condi- 
tions. It implied that the dividends-on- 
stock test of rate level reasonableness was 
no longer effective in achieving the protec- 
tion the public thought it deserved. 

Nor was the tendency of capitalization 
to outstrip the investment effectively 
utilized in the public service peculiar to 
railroads. New York City’s first gas light- 
ing company was granted a charter in 
1923. As time went on, other gas lighting 
companies obtained charters and by 1879 
there were seven operating companies in 
the City. In June, 1879, a very bitter gas 
rate war broke out which drove rates con- 
siderably below what was considered 
remunerative. Finally, in April, 1880, a 
pool device was arranged and the rates 
were restored to their former levels. The 
pool, of course, has frequently been an un- 
stable and quite temporary device, pre- 
liminary to actual consolidation. In this 
particular case consolidation could not be 
arranged until the New York legislature in 
1884 was induced to pass “‘an act to author- 
ize the consolidation of manufacturing 
corporations.” The consolidated company 
issued capital stock in the amount of 


* Loc. cit., p. 15. 
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$37,775,000 to replace the total capital 
stock issues of the predecessor companies 
of $17,000,000. That statute which had 
authorized consolidation had provided 
that the capital of the consolidated com- 
pany “shall not be larger in amount than 
the fair aggregate value of the property, 
franchises and rights of the several com- 
panies to be consolidated.’’ The more-than- 
doubled amount of stock outstanding so 
aroused New York’s gas lighting patrons 
that on January 29, 1885, the New York 
Senate appointed a committee to inquire 
whether or not the consolidation had is- 
sued more stock than it had been legally 
empowered to issue. On March 30, 1885, 
the Committee reported as follows: 

The consolidation of the several companies is 
not of itself hurtful; but the authority so long 
embodied in our laws, to issue unlimited stock, 
has been the chief source of mischief. The Com- 
mittee cannot too earnestly enforce their opinion, 
that the legislature should now correct a vicious 
practice that has obtained by its sanction, and 
make an increase of capital by these companies 
impossible, and an issue of mortgage bonds the 
subject of official approval. 


Two recommendations were made by the 
Committee: 


(1) That a committee “ascertain, state, and 
certify the amount of cash actually paid in by 
stockholders and bondholders of each of the com- 
panies”; and 

(2) That “no dividends shall be declared, or 
paid to an amount exceeding a rate of ten per cent 
per annum, estimated on the cash capital actually 
paid in by stockholders and bondholders, which 
shall have been employed in the said ;business; 
...and no dividencs shall be declared or paid 
on any sums represented by accumulated surplus 
earnings not being actual cash paid in by stock- 
holders or bondholders and not employed in said 
business.” 


A bill to create a Board of Lighting Com- 
missioners who would give effect to these 
proposals did not become law solely be- 
cause it was vetoed by the Governor. We 


% See the Report of New York State Legislature, 
Senate Committee, March 30, 1885. 
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are witness to the fact that a proposal 
made in 1885, thought then to contain 
nothing strange or unconventional when 
applied to a gas lighting corporation, is in 
1940 in slightly modified form branded as 
new, revolutionary, and New Dealish. The 
proposal of the regulatory authorities to 
make the principle of original cost supply 
many of the rate base data certainly bears 
a striking resemblance to the principle 
enunciated by the 1885 New York Senate 
Committee’s report. 

So much for the evidence that there was 
widespread dissatisfaction with the divi- 
dends-on-stock test of rate level reason- 
ableness. One significant (as measured by 
later events) attack upon the problem was 
taken by Tennessee in a statute of 1883 
and by Mississippi in a statute of 1884. 
Mississippi’s statute provided, for in- 
stance, that rates might be “‘revised”’ by its 
railroad commission so as to allow a fair 
and just return on the “value of such rail- 
road, its appurtenances and equipment.” 
The validity of these statutes was ex- 
amined in the Railroad Commission Cases 
and finally upheld by the Supreme Court 
in 1886.% The years between 1886 and 
1898 (when the principle of these statutes 
was approved to become the “fair value” 
doctrine of Smyth versus Ames) were 
characterized by a great deal of indecision 
on all sides whether the dividends-on- 
stock test of rate level reasonableness 
could or should be superseded. In fact, the 
railroad involved in the case which led to 
the Smyth versus Ames decision had con- 
tended to the very end that the dividends- 
on-stock test was still appropriate for test- 
ing the reasonableness of rate levels. 
Gradually opinion crystallized that some 
alternative such as a “value of the prop- 
erty” test offered the only avenue by 
which a base could be found that would 
reasonably restrict the earnings which 


116 U. S. 307. 


these enterprises might demand. One does ° 


get the feeling as he reads the various rail- 
road commission reports and the court de- 
cisions of the period that responsible 
people were not so convinced that “value 
of the property” was a desirable base as 
they were convinced that the dividends- 
on-stock test was quite unworkable. The 
point must be made, however, that “value 
of the property”’ was not really a new start 
at all. It represented not an attempt to ob- 
tain some new magnitude or aggregate, but 
rather a new approach to the figure which 
had always been sought. ‘Value of the 
property” recognized that because of cer- 
tain well-known occurrences and condi- 
tions some adjustment needed to be made 
in stock outstanding if something like the 
original intent of the dividends-on-stock 
test of reasonableness was to be realized. 
An adjustment was made necessary per- 
haps because stock inflation had occurred 
by virtue of property transfers, often not 
at arm’s length, between accounting enti- 
ties; perhaps because costs were often 
excessive, representing often a considerable 
duplication in the construction account; or 
perhaps because funds had been wasted 
shamelessly.” “Value of the property”’ was 
intended to avoid permanently capitaliz- 
ing against the public that inflation in the 
property and stock accounts which had 
come about through transfers of property 
between accounting entities and through 
certain indiscretions of the management. 
It was an expanded and a more subtle con- 
cept than dividends-on-stock had _ been, 
not a different concept. 

The story of how the true subtleties of 
the “‘value of the property” test of rate 
level reasonableness were replaced by 


27 Mr. Justice Brewer had used these words to de 
scribe the conditions here referred to: ‘‘ . . . injudicious 
contracts, poor engineering, unusually high cost o! 
material, rascality on the part of those engaged in the 
construction or management of the property.” Ames Vv. 
Union Pacific Ry. Co., 64 Fed. 165, 178 (November 12, 
1894). 
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other subtleties would take this paper be- 
yond its intended scope. The persons 
mainly responsible for this feat were a 
group of utility valuation engineers— 
Halford Erickson, H. M. Byllesby, and 
William Ransom, to mention only a few— 
self-appointed experts on utility valuation 
who arrogated to themselves an unbeliev- 
able omniscience in the process of finding 
“value of the property.” To these men the 
so-called “fair value’”’ rule of Smyth versus 
Ames implied a distinct break with the 
past; to them the valuation of property 
could be objectively (scientifically) deter- 
mined provided the person doing the valu- 
ing was sufficiently experienced in the 
world of practical affairs. Under their deft 
and subtle manipulation and interpreta- 
tion, “value of the property” eventually 
became no more restrictive than out- 
standing capitalization had previously 
been. The set of facts which gave rise to 
the Lindheimer case is evidence on this 
point. The fair value rule of Smyth versus 
Ames “‘as applied’”* is really much differ- 
ent from the rule which was intended. 
Tests to determine the reasonableness of 
rate levels antedate Smyth versus Ames 
many years. 

There is still another aspect of the con- 
tention that the principle of original cost is 
new and revolutionary which deserves at- 
tention. The Interstate Commerce Com- 
mission has consistently maintained for 
many years that original cost tabulations 
were appropriate and necessary to the 
regulatory process. The following para- 
graph, which appeared in an ICC publica- 
tion of 1908, illustrates the views held by 
that agency: 

The public has the right to demand that the 


Property ledger should record every item of 
property which an appraiser would find, should an 


*8 The phrase, ‘‘as applied,” is a subtlety used by 
Mr. Justice Holmes and Mr. Justice Brandeis in the 
famous dissent in Southwestern Bell Telephone Case, 
262 U. S. 276 at p. 288. 


appraisement be undertaken, and from the point 
of view of the public at least, the figures entered 
on the property ledger against the several items 
of property and recorded should be the amount 
of money actually spent in creating the prop- 
exty... 


This is surely the principle of original cost. 
An early draft of the Valuation Act of 1913 
(which mirrored ICC views much better 
than did the final draft) contained the re- 
quirement that “if any such property is 
now in the hands of any company other 
than the original incorporators, the valua- 
tion shall also show what the property 
originally cost.” Surely this, too, is the 
principle of original cost which is now 
dubbed as being new and revolutionary. 
And though it is true that this direct ref- 
erence to the principle of original cost was 
eliminated from the Valuation Act in its 
final form, the ICC considered the lan- 
guage in the final act which required it “‘to 
keep itself informed of all extensions and 
improvements or other changes in value” 
of railroad property to require the utiliza- 
tion of the principle of original cost. With 
the second revision of Valuation Order 
No. 2, issued in 1919, the ICC required a 
railroad buying property from another 
railroad to report such property acquisi- 
tions at the book value of the acquisition 
to the predecessor company. The differ- 
ence between such book value and the 
purchase price was to be carried as “dif- 
ference between the price paid for property 
acquired and the money outlay for con- 
struction and improvement of that prop- 
erty.*° A similar treatment had also been 
provided previously in the ICC uniform 
system of accounts for telephone utilities, 
adopted in 1913, with respect to Fran- 
chises. The balance to be carried in the 
Franchises account was to be the amount 


2 Twenty First Annual Report of Statistics of Rail- 
ways in United States (1908), p. 11. 

% This amount, however, was not carried in an ex- 
plicit account. 
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“actually paid to governments.” The 
“excess of the amount actually paid by the 
company over the amount paid by the 
original grantee’ was to be carried in 
“Other Intangible Capital.” The principle 
of original cost, as an accounting device, is 
certainly not new to utility systems of ac- 
counts. 

The principle of original cost as an ac- 
counting technique or procedure would 
seem to be here to stay. The regulatory 
authorities seem to have made a good case 
that original cost account does, or can, 
provide information which may be vital to 
the regulative process. Original cost ac- 
counting simply recognizes that lump-sum 
purchases and transfers between account- 
ing entities occur in significant numbers in 
the utility field and that such occurrences 
modify and complicate the regulative pro- 
cedure. There has never been any con- 
vincing demonstration given that any 
counts of bad accounting could be lodged 
against the principle. That the results ob- 


tained through original cost accounting 
may be used by the regulatory authorities 
in ways which might be inimical to wise 
public policy is not the equivalent of say- 
ing that original cost accounting is bad ac- 
counting. The case for original cost ac- 
counting can be rested finally with the 
observation that the utilization of original 
cost data for regulatory purposes is well 
rooted in the past. Farther than this, with 
respect to regulation, the advocacy of ac- 
countancy does not extend. The invest- 
ment analyst might well consider whether 
some of his earnings and investment ratios 
might not be made more reliable and pre- 
dictable if more general use were made of 
the principle of original cost. And the gen- 
eral accountant might well ponder whether 
integrity in the property accounts might 
be more assured with less expense through 
the use of the principle of original cost. It 
may well be that original cost has useful 
applications well beyond the confines of 
utility accounting. 
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THE INFLUENCE OF STATISTICS 
UPON ACCOUNTING TECHNIQUE 
AND THEORY 


DR Scortr 


ness statistics is a mere infant still 

in its swaddling clothes. Under such 
circumstances, it is a bit incongruous to 
talk about the influence of statistics upon 
accounts. Indeed, at this stage of their 
development, it is impossible to differen- 
tiate between the influence of business 
statistics and the influence of those con- 
ditions which have given rise to it. 

Of chief importance among the factors 
giving rise to business statistics is modern 
large-scale business enterprise. The devel- 
opment of this form of enterprise has 
brought a separation of management from 
actual operations. This has been true not 
only for top general management but also 
for top departmental or technical manage- 
ment. As a result of the change, manage- 
ment has been compelled to develop a 
technique of relatively remote control. 

Of course mangement by remote con- 
trol is not entirely new. It has been prac- 
ticed from time immemorial by use of the 
device of delegation of personal authority. 
But the rather loose organization achieved 
through the delegation of personal au- 
thority is not sufficient for the closely 
organized modern business enterprise. 
The necessity for a precise articulation 
and coordination of operations in modern 
business calls for a corresponding pre- 
cision in the technique of remote control. 

The separation of top management 
from the details of current operations is 
only one aspect of the problem of manage- 
ment which has necessitated a better 
technique of remote control. The problem 
of coordinating the operations of a large 
enterprise is such that the management 


COMPARISON with accounting busi- 


must exercise intelligent foresight in 
planning operations and in formulating 
effective policies. Thus the gap which 
separates top management from actual 
operations has a time aspect as well as a 
space aspect. 

‘The essential feature of the new tech- 
nique of remote control by which top 
management bridges the gap between 
itself and actual operations is the more ef- 
fective use of records. As a result, accounts 
have become of much greater importance 
for management. But the new management 
has come to require also records of data 
outside the double-entry system. And, 
more important still, it has come to require 
the application of a point of view different 
from that of traditional accounting. It has 
come to require a time perspective applied 
both to the past and to the future. Busi- 
ness statistics has developed out of these 
new needs of large scale management. 

Another aspect of the increasing use of 
records arises from the fact that the unit of 
enterprise has become more complex as it 
has become larger. As a result, all business 
records have become increasingly complex 
with a corresponding increase in the 
difficulties of record keeping and inter- 
pretation. 

With the rise of business statistics these 
difficulties have been greatly magnified. 
Management now finds itself with two 
different kinds of records on its hands: 
accounting records and statistical records. 


THE PROBLEM OF INTERPRETATION 


As records become more complex the 
problem of interpreting them becomes a 
more technical problem. Under simpler 
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forms of business enterprise management 
carried the responsibility of interpreting 
and using records but, as the problem has 
become more technical, management has 
been forced to share the responsibility 
with the technical specialists. At present 
the task is shared by the accountant, the 
statistician and the management. 

When the accountant undertakes to 
discharge his share of the function of 
interpretation, he sets up comparative 
statements; makes cost analyses, and 
indicates trends. He even forecasts incomes 
and expenses, as in the preparation of an 
accounting budget. As he undertakes to 
make his service of interpretation more 
useful to management, he develops new 
and more elaborate techniques of inter- 
pretation. In the course of this develop- 
ment he soon finds himself beyond his 
depth in waters where his traditional rules 
and guides do not apply. 

The accountant has some consolation 
for his difficulties with the problem of 
interpretation. The statistician is no better 
off. The business statistician uses many 
data drawn from the accounts. Unless he 
is also an accountant, he does not know 
the rules and conventions by which the 
data were assembled. Hence, he does not 
know the significance or the limitations 
of his data. 

The position of management certainly 
is no better than those of the accountant 
and the business statistician. Each of his 
two tools of control has become too com- 
plex for the manager to carry alone the 
responsibility for its interpretation. When 
confronted by both of them at the same 
time, he is in the position of a pioneer 
farmer who tried to plow with a team com- 
posed of an ox and a mule. The two mem- 
bers of the team just do not pull together. 

The lack of coordination of accounting 
and business statistics will be appreciated 
readily by anyone who has done any work 
in the field of business ratios. For example, 


when one reads such a treatise as Bliss’ 
Financial and Operating Ratios he gets the 
impression that the discussion deals to a 
very considerable extent with paper con- 
cepts rather than business or economic 
realities. The reason for this impression 
is the fact that the terms of the ratios have 
been arrived at by the use of rules and 
conventions which did not envisage any 
kind of statistical interpretation. 

The relatively independent development 
of business statistics has created a problem 
of coordination and interpretation of 
business records which will confront mana- 
gement, accountants, and statisticians for 
the next hundred years. The problem is 
not unlike the one which was created by 
the development of cost accounting as a 
field apart from general accounting. And 
the slowness of the progress we have made 
in the last fifty years, in coordinating cost 
accounting with general accounting, sug- 
gests that the broader problem will be 
with us even longer than the hundred 
years above mentioned. 


WHY THE INDEPENDENCE OF 
BUSINESS STATISTICS 


The problem of coordinating and inter- 
preting two different sets of business 
records might have been obviated if ac- 
countants had adjusted themselves to the 
changing needs of management and had 
taken on the functions to be served by 
business statistics. It has been alleged that 
accounting could not make this adjust- 
ment because accountants were too hide- 
bound, and too dominated by tradition. 
Accountants may be guilty on all of those 
charges but the argument is relatively 
immaterial even if true. It is superficial, 
like all ad hominem arguments. Its supet- 
ficiality may be illustrated by a contrast of 
the present positions of accounting and 
business statistics. 

A business school graduate of the middle 
twenties went to work for a large public 
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utility. By 1930 he was head of a section in 
the statistics department. Before the mid- 
dle thirties his old section had been dis- 
continued and he was working in a stop- 
gap job soliciting new business for the 
company. T he whole statistics department 
had shrunk to less than one-tenth the 
size to which it had grown in the twenties. 

The point of this story is its illustration 
of the fact that business statistics was at 
that time, and it still is, in a developmental 
and experimental stage. The accounting 
department of that same company did not 
shrink in any comparable degree. 

Accounting is still experimental in 
specific areas but in general it has become 
long since an indispensable instrument of 
business management. In fact, it is much 
more than that. It is a tool of government 
regulation and, through the development 
of the accounting profession, it has become 
a tool of social control over business 
practice and economic affairs. 

The failure of accounts to adapt them- 
selves quickly to the changing needs of 
management was not due to a reactionary 
attitude on the part of accountants. 
Fundamentally, it was due to the fact that 
accounts have grown into the institutional 
framework of society. Over the centuries, 
business practice and the law have grown 
around the double-entry record. The so- 
cial role played by accounting was such 
that it was not freely available for the 
degree of experimentation which inevita- 
bly accompanied so radical an adjustment. 
A new technique with had not yet become 
institutionalized lent itself readily to the 
process of experimentation. This fact alone 
is sufficient explanation of the relatively 
independent development of business sta- 
tistics. 

The experimentation involved in the 
tise of business statistics is not an end in 
itself. It is a means looking towards the 
perfection of a technique of managerial 
remote control. Since the whole process is 


supplementary to services long rendered 
by accounts, it is in a very real sense a 
process of accounting experimentation. In 
any case, it is to be interpreted broadly as 
one aspect of the evolution of records as an 
instrument of control. 


ACCOUNTING READJUSTMENT 


The social role of accounting, truly, is 
such that accounts could not adjust them- 
selves with sufficient rapidity to forestall a 
separate development of business statistics. 
But that same role makes a slow process of 
adjustment inevitable as society itself 
changes. Under new conditions, the ac- 
countant takes on new responsibilities 
which force him beyond his depth and he 
must learn to swim on penalty of drowning. 

Mr. George O. May has pointed out that 
the accountant has shifted his emphasis 
from a dogma of conservation to a dogma 
of consistency. This is a very penetrating 
observation with far reaching implications. 

The purpose of consistency is the reali- 
zation of a comparability of accounting 
data of one fiscal period with those of other 
periods. Comparability is not equivalence. 
Comparability means that the accounting 
figures for each period are representative 
of that period with such a degree of pre- 
cision that dependable comparisons can 
be made between periods. It means that 
the figures for a series of periods can be 
strung together in a valid statistical series. 

The essence of the dogma of consistency 
lies not in procedure but in the results 
which procedures afford. Consistent ap- 
plication of an accounting rule, like the 
lower of cost and market, will meet the 
test of consistency only if the results which 
its use affords will meet the test of statisti- 
cal comparability. This is as simple and as 
incontestable as the mathematical prop- 
osition that two plus two equals four. 

The dogma of consistency stands for a 
new approach to accounting problems. 
Incidentally, the weight and influence of 
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cost accounting are one hundred per cent 
in support of this new approach. In the 
field of general accounting, the income 
statement is more in line with the new 
dogma than the balance sheet. This is 
because the contents of the income state- 
ment run more largely in current and 
therefore comparable values. This fact 
lends support to May’s statement that the 
income statement is of greater accounting 
importance than the balance sheet. 

The modern trend towards increasing 
accuracy in the statement of incomes and 
expenses, the separation of operating and 
non-operating income, and the further 
separation of ‘“non-operating income” 
into regularly recurring items and ex- 
traordinary gains are all illustrations of the 
application of the new dogma. 

It is not to be inferred from the foregoing 
statements that balance-sheet accounting 
has remained unaffected by the new 
accounting approach. In fact, influences 
of the new dogma on the balance sheet are 
numerous and obvious. Recently adopted 
rules and practices tending to increase the 
clarity and accuracy of balance sheet 
presentation are to be credited to it. 
Among them may be listed the current 
rule on valuation acounts; the current 
practice in the classification of balance- 
sheet contents; current emphasis upon full 
and fair disclosure, and the prohibition of 
ambiguous titles. 

Of course accounting readustment is not 
limited to the balance sheet and income 
statement. More often it occurs in connec- 
tion with specific accounting problems. 
The depreciation symposium in the April 
1948, AccoUNTING REVIEW is a case in 
point. The issue there discussed is essen- 
tially a conflict between the old dogma of 
conservatism and the new dogma of con- 
sistency. It is neither an invention of 
unscrupulous management nor a tempo- 
rary fad arising out of current monetary 
inflation. 


Looking at them from the point of view 
of management, the dogma of consistency 
and the rise of business statistics are mani- 
festations of a single line of development, 
They are ways of applying the same point 
of view to the same general task—the 
managerial use of records. 

Under the influence of the dogma of 
consistency, accounts are entering upon a 
long and slow process of streamlining which 
in the end, will make accounting results 
suitable for dependable statistical inter- 
pretation. This will mean an effective 
integration of accounting processes and 
statistical processes. 


ACCOUNTING TECHNIQUE VS. 
STATISTICAL TECHNIQUE 


The social service of the double-entry 
system has been such as to warrant its 
inclusion among the inventions of first 
rank importance to the human race. 
Nevertheless, it is a simple device and, 
among the precision instruments of a 
scientific age, it appears crude and primi- 
tive. 

In contrast with the double-entry record 
statistical technique is both flexible and 
precise. It affords a much greater variety 
of measurements. It is much better adapted 
to the handling of such large masses of 
data as those which must be taken into 
consideration in the administrative direc- 
tion of modern large-scale business and 
public affairs. It might well be said that 
statistical technique is an adjustment of 
record keeping to meet the needs of what 
we have called in this discussion a process 
of remote administrative control. 

In the course of time business practice 
and the law will grow around statistical 
technique just as they have grown around 
the double-entry record in the last five 
hundred years. Business statistics will 
become institutionalized as accounting 
already has been. The process is well 
started on its way at this time. Business 
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management and its decisions steadily 
are becoming more and more dependent 
upon statistical interpretations of fact. 
When a manufacturer stipulates in his 
contract with a parts maker that parts 
delivered must vary from precise speci- 
fications by no more than a given standard 
deviation, his action illustrates how statis- 
tics is growing into the warp and woof of 
business practice. 


ACCOUNTING THEORY 


In the long history of the use of double- 
entry records by business enterprise there 
has been a slow development of rules set 
up to govern the operation of the system. 
Even some of the basic concepts of the 
modern double-entry system were slow in 
developing ; among them the income state- 
ment, the fiscal period, and the general 
problem of matching incomes and expen- 
ses. 

Many of the rules which have been 
formulated to guide the keeping of accounts 
have been mere rules of thumb applying 
to specific procedures and to specific, con- 
crete problems. Since accounts have been 
used by different kinds of enterprises, 
operating under varying conditions, these 
rules of thumb have not always been con- 
sistent with each other. Moreover, as the 
conditions and forms of business enterprise 
have changed, new rules have been set up, 
old ones have been abandoned, and there 
has been a constant process of revision of 
old rules to meet the needs of new situa- 
tions. As a matter of practical necessity, to 
preserve the working efficiency of the 
system of accounts, general rules and con- 
cepts have developed by which the opera- 
tion of specific and detailed rules has been 
judged and integrated. As the system of 
accounts has become more complex and the 
variety of services rendered by it has in- 
creased, the general concepts and rules 
governing its operation have become cor- 
respondingly broader. The logical outcome 


of this evolution would be a consistent 
hierarchy of rules and principles proceeding 
from the specific and detailed to the more 
and more general until the broadest ac- 
counting principles merged into still broad- 
er principles of social organization. 
Throughout its modern history, accounting 
has been moving towards such a perfected 
system of theory. 

As modern large-scale business enter- 
prise has developed, the rules of accounting 
have become more and more generally 
accepted as standards of business practice. 
Increasingly they have been absorbed into 
law through court decisions and the de- 
cisions of governmental agencies regulating 
business enterprise. The increasing social 
importance of accounting, thus indicated, 
has emphasized the need for a systematic, 
consistent, statement of accounting theory. 
Some accountants have been led to ad- 
vocate the formulation of a definitive and 
authoritative statement of principles to 
which all would subscribe. It has even been 
suggested that if accountants do not them- 
selves agree upon such an authoritative 
statement, one will be formulated for them 
by some governmental agency or agen- 
cies. 

The setting up of such a system would 
be a tragic mistake whether it came from 
inside or outside the profession. Social 
institutions become definitive and authori- 
tative only at the cost of squeezing the life 
out of the society which they represent. 

It is true that the present role of ac- 
counting makes imperative the formulation 
of a consistent body of theory which will 
give accounting a working unity within 
itself and at the same time integrate it 
with the broader aspects of a highly artic- 
ulated society. It is equally true that, in a 
living society, accounting must be kept 
flexible, growing and changing. These two 
necessary accounting goals play against 
each other. Neither one must be pursued 
to the point of nullifying the other. 
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PROSPECTIVE CHANGES 


The evolution of accounting illustrates 
the development of a body of theory 
around the application of a technique. 
This discussion has presented the rise of 
business statistics as an experiment in 
technique within the field of the managerial 
use of records. The chief beneficiaries 
standing to gain from the experiment are 
management and accounts. 

Along with the experimentation in 
statistical technique, accounting technique 
is entering upon a slow process of readjust- 
ment; a kind of streamlining which eventu- 
ally will bring about its integration with 
the technique of business statistics. Fur- 
thermore, as it has been argued here, busi- 
ness practice and the law will grow around 
statistical technique just as they have 
grown around accounting technique in the 
past. 

What will be the import of all of these 
changes for accounting theory? 

No precise answer can be given to this 
question but we can make some general- 
izations with a reasonable degree of con- 
fidence. 

First, the institutionalization of busi- 
ness statistics will not be a precise parallel 
to the process through which accounts 
have gone. New business and economic 
relations representative of the conditions 
which have given rise to business sta- 
tistics will shape development of rules 
for the application of statistical technique 
in a manner comparable to the earlier 
development of accounting rules. But 
statistics will have a helpmate such as 
accounting did not have. To the union of 
accounting and statistical techniques, ac- 
counting will bring a dowry of well devel- 
oped theory. 

Second, statistics will, in time, become 
contaminated by the dust of the market 
place. What now passes as statistical 
theory will lose a certain Jovian aloofness 
—a quality of absoluteness—which it now 


enjoys because of its temporary position 
of detached independence and irrespon- 
sibility. It will become subordinate to 
rules expressing the functional roles which 
it and the technique it represents will play 
in society. 

Third, current accounting theory will 
not be taken over as the theory of a con- 
solidated technique arising out of account- 
ing technique and statistical technique. 
Current accounting theory inevitably will 
be an important source from which the 
theory accompanying the new technique 
will be drawn. But another important part 
of that theory will be drawn from the con- 
crete situation in which the consolidated 
technique develops. We can not say 
whether the new theory will be known as 
accounting theory or statistical theory or 
by some other designation. The question is 
quite immaterial anyway. 


THE CURRENT PRACTICAL ADJUSTMENT 


The foregoing discussion is an academic 
analysis of current fundamental develop- 
ments as they affect accounting. Business 
management dees not deal in such aca- 
demic analyses. It does not wait three 
generations for the solution of a problem 
but cuts the Gordian Knot now. 

Management has cut the Gordian Knot 
presented by the situation here described 
by developing a new managerial function, 
the function of controllership. 

Controllership is in an experimental 
stage as is indicated clearly by the variety 
of positions and responsibilities to which 
the term controller is applied. However, 
substantial progress in defining and clari- 
fying the function has been made in the 
work of McKinsey, MacDonald, Anderson, 
and Jackson. Other things are included 
under controllership but the essence of the 
function is the managerial job of integrat- 
ing and interpreting the functions of 
accounting and statistics. In terms of 
our earlier discussion, it is the task of 
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controllership to fit record keeping and its 
correlative functions into the technique 
of managerial remote control. 


THE PROBLEM OF ACADEMIC 
INSTRUCTION 


Academic instruction has tended to 
follow the somewhat superficial approach 
of practical business management in offer- 
ing instruction in accounting and business 
statistics as separate fields. With the rise 
of controllership, courses in controllership 
have appeared in business curricula. It has 
been suggested that the course in con- 
trollership should be expanded into a cur- 
riculum in controllership. 

If business schools should allow them- 
selves to be so influenced by current 
business practice as to set up three under- 
graduate curricula in accounting, business 
statistics, and controllership, such action 
would constitute a serious lack of edu- 
cational vision. Fundamentally only one 
discipline is involved. The basic need for 
guidance of the changes which now are 
taking place in the field will be met best 
by men trained in both accounting and 
statistics. It will not be met by training 
groups of specialists in three separate fields 
of accounting, business statistics, and 
controllerships. 

In the business school with which the 
writer is associated, there is a Department 
of Accounting and Statistics but there are 
Separate curricula in accounting and 
statistics. All accounting students are 
required to take two courses in statistics 
in addition to a borderline course entitled 
Managerial Accounts and Statistics. A 
Separate curriculum in statistics was set 
up because the field of business statistics 
has grown too rapidly in the last two dec- 
ades to permit an accounting student to 
cover it adequately within the limits of a 
four-year college program. Some account- 
ing students have undertaken to remedy 


this defect by taking a fifth year in which 
they combine additional undergraduate 
courses in statistics with graduate courses 
in both accounting and statistics. 

It sometimes has been suggested that 
accounting instruction for students specia- 
lizing in the field should be offered only at 
the graduate level; that the student enter- 
ing professional training in accounting 
should be required to have a Bachelor of 
Arts degree. If this were done and no 
special preparation were required in the 
student’s undergraduate program, the 
accounting program would require a 
minimum of three years. Such a plan is 
impracticable at this time both as a pro- 
fessional requirement and from the point 
of view of a large majority of schools. 

For the present, the most promising 
educational program appears to be to 
encourage accounting students to carry 
their training beyond the bachelor’s 
degree and to include in their advanced 
work an effective coverage of the field of 
business statistics. 


CONCLUSION 


The managerial experimentation which 
has developed business statistics is like the 
operation of a military force in the field. 
Certain forces are sent forward to capture 
specific strategic objectives. When their 
action is successful the whole group moves 
forward to consolidate a new general 
position. That is the kind of operation 
which is now taking place in the develop- 
ment of a technique of management of 
large-scale business enterprise. 

It appears to be a safe guess that in the 
course of the above described operations, 
accounting technique and accounting 
theory will change more in the next hun- 
dred years than they have in the last 
hundred. The purpose of the foregoing 
discussion has been to suggest some of the 
main outlines of those changes. 
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THE TEACHERS’ CLINIC 


S. PauL GARNER 


Eprror’s Note: Several members of the Association have suggested that a section of THE Account. 
ING REviEw should be devoted to notes and short articles specifically on the subject of teaching 
accounting. Many of the experienced teachers, as well as some of the new ones, have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that 
such suggestions might well be made available to the other members of the teaching profession through 
The Teachers’ Clinic. Accordingly, contributions are hereby invited. Please address all correspondence 
to S. Paul Garner, School of Commerce and Business Administration, University, Alabama. 


A SECONDARY USE FOR THE UNIFORM ACHIEVEMENT TESTS 


Leo A. ScHMIDT 
University of Michigan 


The primary case for the uniform 
achievement tests of the American Insti- 
tute’s Committee on Selection of Person- 
nel has been amply argued in these col- 
umns. A secondary use to which they may 
be put has been developed at the Univer- 
sity of Michigan and may well find useful 
adoption elsewhere. 

One of the most difficult judgments 
which a college admissions officer, or de- 
partment head, is called upon to make is 
the evaluation of credits brought in by 
students transferring after one or more 
years at some other college. There is al- 
ways a humane desire to be as generous as 
possible, for the sake of the transferee as 
well as for reasons of inter-school policy. 
This desire must be balanced by the need 
to protect the school’s own reputation when 
it is staked upon the eventual graduate. 
The fundamental welfare of the transferee 
himself as well as the welfare of the ad- 
vanced classes into which he will go also 
demands the accurate appraisal of his 
achievement to date. 

The problem is especially pressing in 
subjects such as accounting where each 
course in the “accounting major” sequence 
so directly relies upon the mastery of the 
accounting courses which have preceded 
it. There is, at best, a certain amount of 
shock in the transfer from one teaching 
regimen to another and if this is compli- 


cated by a serious misappraisal of previous 
achievement the result can be disastrous 
to the student’s entire program. 

We need not belabor the lack of stand- 
ardization in courses, teachers, and grad- 
ing standards. These factors of the situa- 
tion are simply there, and no disclaimers or 
pointing of the finger will change them. Per- 
haps the Institute’s uniform achievement 
tests will in time exert a standardizing, up- 
grading influence. This is certainly one of 
the hopes of the proponents of the pro- 
gram. Perhaps, on the other hand, sub- 
stantial differences in standards are inevi- 
table, necessary, even desirable. In any 
event the differences will be with us for 
some time and will be constantly a stum- 
bling block in the path of transfer from one 
college to another. 

The School of Business Administration 
at the University of Michigan requires 60 
hours of college credit for admission. This 
means that a great percentage of students 
admitted to the school will have taken a 
year or more of accounting before en- 
trance. Those who have come “up the 
line” and have taken accounting while in 
our own liberal arts college have taken 
their work under our own accounting fac- 
ulty and are known quantities. The prob- 
lem is properly to relate the less known 
quantities represented by transfers from 
other schools to this core group so that 
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progress in advanced courses may be as 
well adjusted as possible. 

Probably not many other schools would 
have this problem in quite the volume 
that we have it, but functionally the prob- 
lem is the same. It should be clear that for 
any school to give its own first year final 
examination to the transferees would not 
be a fair test. Under such a method stu- 
dents who had happened to study from the 
same textbook as that used in the adopted 
Alma Mater, or who had happened to 
study under one of the new Alma Mater’s 
sons at the school of their origin, would 
have an advantage over those from 
“strange” systems. Such an advantage 
would pervert the score and make it not 
measure the fundamental kind of achieve- 
ment which is at interest. Certainly the ex- 
aminees would never feel quite happy about 
being matched against the school’s own 
students in its own unique examinations. 

Right here is where the uniform achieve- 
ment test fits the picture. Though we may 
feel it to be still far from perfect for the 
grander functions it aims at, for its present 
purpose—a fair though perhaps rough 
equating of students from many schools— 
it is certainly the most adequate means at 
our disposal. 

As to the mechanics of administration 
for our purposes, the task is not at all com- 
plicated. We give the Level I Achievement 
Test to all our own students in the last or 
next to last week of the first year course. 
The grades which they attain are expressed 
as percentiles of the national norm and 
set up as a frequency distribution. 

All transfer applicants presenting cred- 
its in accounting are required to take the 
same Level I Achievement Test at a spe- 
cial session usually on the last day of regis- 
tration. Their papers are graded locally, 
and the raw scores converted into the na- 
tional norm percentiles. These percentiles 
are arrayed alongside of the frequency 
distribution of our own students for com- 


parison. To date we have usually ruled 
that any transferee whose grade falls in 
the fiftieth percentile or below must repeat 
part or all of the first year’s course and 
come out of it with a creditable showing to 
validate his transferred credits. 

Whether the fiftieth percentile is the 
correct breaking point or whether that is 
too stiff or too lenient a measure is of course 
a matter of judgment. Each school attempt- 
ing to use a parallel system would have to 
make its own decision as to the breaking 
point. Perhaps, after further experience, 
we will decide that even those who fall be- 
tween the fiftieth and sixtieth percentile 
should be required to repeat. Naturally we 
are watching the progress of this group 
very closely. Perhaps we will eventually 
decide that the fortieth percentile is good 
enough corroborating evidence for the 
giving of advanced credit. 

A small point, but worthy of mention, 
is the case of the transfer student who has 
taken the achievement test at his home 
school. We will of course accept proper 
evidence of his grade in such a test rather 
than to have him repeat it. A possible un- 
fair advantage might be gained by a stu- 
dent who had taken the test elsewhere and 
who repeated it without our knowing of 
his previous experience. Ideally his tran- 
script should show the result of such previ- 
ous test, but practice is not as yet uniform 
in this respect. Basically, of course, the 
student will simply injure himself if he 
should succeed in thus evading a screening 
which is intended for his benefit. 

While the Committee on Selection of 
Personnel has not formally proposed the 
use of its tests for the purpose outlined 
herein, our own experiments have been 
made with the knowledge of Dr. Ben D. 
Wood, the director of the probject. We 
have the assurance of Dr. Wood’s approval 
for its similar use by the properly approved 
examiner of any school who wishes to use 
the tests in this manner. 
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INTRODUCING ACCOUNTING MAJORS TO AUDITING 


H. WHITNEY 
University of Alabama 


PREREQUISITES 


Before being admitted to a course in au- 
diting, students should complete four 
courses concerned with the theory of 
general-ledger accounting and preparation 
of financial statements, and a course in 
cost accounting. A study of auditing in- 
volves continual references to accounting 
theory. These references, however, should 
be mere reminders of principles and proce- 
dures studied in prior courses. Since an ade- 
quate introduction to auditing requires the 
forty to fifty classroom hours usually 
allotted to the task, accounting matters 
which are new and strange to the students 
cannot be presented adequately without 
taking class time that should be devoted to 
auditing. 


OBJECTIVES 


Students often begin their study of 
auditing after they have learned a number 
of accounting fundamentals and before 
they have grasped many of the relation- 
ships among these fundamentals. This 
course enables them to grasp more of these 
relationships, because they use many of 
the fundamentals in completing a hypo- 
thetical audit. 

Prior to their study of auditing, most 
students learn to prepare financial state- 
ments by sorting and listing ledger bal- 
ances, but in completing their hypothetical 
audit they weigh the significance of their 
data. They decide when data are important 
enough to appear separately on financial 
statements, and decide what disposal they 
will make of insignificant data. This proc- 
ess requires intensive thinking about simi- 
larities, differences, and relationships be- 
tween varied data. 

Most students begin their study of au- 


diting with complete confidence in the vir- 
tues of the accounting principles and pro- 
cedures which have been presented in the 
texts they have studied. For example, some 
students have learned methods of allocat- 
ing factory burden which text writers 
class as superior to the familiar percentage 
of direct-labor cost. When the matter 
comes up in auditing practice, therefore, 
their eyes burn with missionary zeal. They 
are eager to enlighten clients who cling to 
some “inferior” method of applying fac- 
tory overhead. Many have difficulty in 
understanding the value of the direct-labor 
cost method to a professional auditor who 
wants quickly to test the reasonableness of 
a client’s total allocation of overhead to 
inventories. 

At the time when they begin their study 
of auditing most students are unfamiliar 
with professional auditor’s certificates, re- 
ports, or opinions. Those who have heard 
of certificates are surprised that the stand- 
ard short form of independent public ac- 
countant’s opinion does not certify that the 
financial statements are correct. Few 
know that professional auditors only ex- 
press impartial, informed, expert opinions 
of the fairness of the client’s presentations 
of financial data. Few know that opinions 
by professional auditors may contain ex- 
ceptions, qualifications, and disclosures 
which are not made in formal financial 
statements. 

All students of course believe that they 
know some “generally accepted accounting 
principles,” but few have studied the sig- 
nificance or broad implications of that 
phrase. Few understand that general rules 
can be valid and yet subject to many ex- 
ceptions. Few suspect that the firmness of 
their convictions is rooted in their igno- 
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rance of practical considerations and of the 
virtues in opposing viewpoints. 

Some knowledge of the preceding mat- 
ters is indispensable (1) to an understand- 
ing of auditing, (2) to any perception of the 
differences between subjective preferences 
and objective principles, and (3) to the 
growth of rigorous, tactful independence 
in the place of stubborn prejudices based 
on unrecognized subjective limitations. 
Students are interested in lectures which 
point out these matters, but talk does not 
destroy thinking habits which are imma- 
ture and inadequate. It has been the 
writer’s observation that new thinking 
habits do not develop unless old thinking 
habits are effectively shattered. Yet the 
development of mature, adequate thinking 
habits is a prerequisite to comprehension 
of the fundamentals of auditing. 

During several years of attempts to 
teach auditing, the immaturity of students’ 
thinking habits was a serious obstacle to 
progress. In most cases the students did 
not begin to think realistically about au- 
diting until the course was more than half 
complete. They were baffled by the things 
they were supposed to learn and the in- 
structor was equally baffled by his ina- 
bility to teach them. Classes and teacher 
regularly went through several weeks of 
discouragement which interfered with effi- 
cient learning. During those years of dis- 
couragement, the text and method of 
presentation were often changed. No ob- 
servable improvements resulted from a 
great deal of effort. About a year ago a 
radical experiment was tried; it seems to be 
more successful. 


THE EXPERIMENT 


During the first four days of the term, 
five things are emphasized: (1) a definition 
of auditing: “Auditing is an independent 
examination of completed accounting rec- 
ords to ascertain their accuracy and their 
conformity to generally accepted account- 


ing principles.” About twenty minutes 


are spent pointing out the implications of 
each important word and phrase in the def- 
inition and the students are required to 
memorize it. (2) The standard short form 
of independent public accountant’s opin- 
ion: About half an hour is spent explaining 
the background, connotations, and impli- 
cations of each phrase. The explanation is 
not authoritative nor exhaustive. Funda- 
mentals are stressed. The opening sentence 
is broken into three short sentences to aid 
comprehension. The students are required 
to memorize the form as published or as 
altered. (3) Rule 5 of The American Insti- 
tute’s Rules of Professional Conduct: 
About half an hour is spent explaining the 
history, connotations, and implications of 
the language in this rule, and the students 
are required to memorize it. (4) Copies of 
an annual report of a corporation are dis- 
tributed: The students mark the pages 
which are copied from the professional au- 
ditor’s report. The Chrysler Corporation 
1946 report has been very satisfactory for 
this purpose because there are no pictures 
to distract student’s attention from the 
designated pages. (5) Students are required 
to prepare written outlines of the American 
Institute’s Case Study Number 1. 

These five things are presented to give 
students a rough but clear grasp of the 
following fundamentals: (1) A completed 
audit report; (2) the work that precedes its 
publication; (3) the responsibilities and 
ethical standards of examining auditors; 
(4) the general nature of relationships be- 
tween professional auditors and their 
clients; (5) the value of impartial, informed 
expert opinions regarding financial position 
and results of operations; (6) distinctions 
between fairness and accuracy; and (7) 
auditors’ limitations. This quick overview 
enables students to relate their efforts to 
the objectives of the course. 

The writer has been told that memoriz- 
ing is discredited by modern educators, 


' 
4 
Vir- 
d 
the 
yme 
Cat- 
ters 
age 
tter 
ore, 
hey 
to 
fac- | 
rin | 
who | 
3S of 
to 
udy 
iliar 
Te- 
ard | 
ind- 
ac- 
the | 
Few 
ex | 
ions 
ions | 
ions | 
ex- | 
ires 
cial 
hey 
ting 
sig- 
hat 
ules 
ex- | 
s of 
mno- 
| 


92 The Accounting Review 


but he has hunted in vain for the harm in 
the memorizing which he requires. After 
graduation many students will have occa- 
sion to evaluate published financial state- 
ments. In evaluating such statements it is 
important to notice departures from stand- 
ard language in certificates, because most 
of the departures signal that something de- 
serves further inquiry. Persons who are 
not familiar with the standard language 
will not be as alert to such departures as 
they would be were they thoroughly famil- 
iar with standard phraseology. 

Memorizing appears to have helped 
students to grasp quickly some attitudes 
of professional auditors and to aid in 
changing their thinking habits. Immature 
thinking habits lead students to ask a 
number of questions in class which can be 
answered by reminding them of the lan- 
guage which they have memorized. They 
get the idea quickly. They discover that 
the language they have memorized is a 
veritable mine of information on auditing, 
and that they can resolve many of their 
difficulties by recalling the memorized 
phraseology. They become familiar with 
the meanings of that phraseology by ap- 
plying it to many situations. The intense 
mental effort of memorizing, and frequent 
recalls for purposes of use, seem to cause 
changes in thinking habits that do not re- 
sult from reading and listening. 

Some critics may justly claim that the 
above quoted definition of auditing is not 
complete. In spite of this, the writer pre- 
fers to use it. It is far better to give stu- 
dents a crude but clear mental picture of 
the bold outlines than to give them a glob 
of mental confusion resulting from the 
inclusion of numerous details that cannot 
be quickly comprehended. The remainder 
of the course supplies some of the details 
which are missing from the short defini- 
tion. In fact, the entire introductory course 
is probably an incomplete definition of 
auditing. 


SCOPE OF THE INTRODUCTORY COURSE 


Clear distinctions are drawn between the 
objectives of internal audits and annual ex- 
ternal audits. Independence is stressed in 
relation to both types of audits. Internal 
auditors should not be subject to the 
control of the fellow-employees whom they 
audit. 

The distinctions between auditing and 
the other phases of public accounting prac- 
tice are stressed. Study is concentrated on 
the auditing phase of public accounting 
practice. 

On the fifth day, students start work on 
a hypothetical audit. This consists of the 
preparation of a set of working papers from 
data supplied in the text, and the prepara- 
tion of a draft of an audit report in a form 
suitable for typists to copy. Chapters and 
practice problem assignments are alter- 
nated until the audit is completed. The 
chapters help the students complete the 
audit assignment, and the audit assign- 
ments help the students understand the 
chapters. Of course, the chapters cover 
many procedures which are not used in 
completing the hypothetical audit. 

Detailed oral instructions are given for 
the preparation of the first few audit sched- 
ules. Fundamentals are pointed out and 
illustrated. Then students are required to 
use their own judgment and ingenuity in 
preparing subsequent working papers. The 
text contains an illustrative audit. Some 
arrangements of data can be copied from 
the illustrative audit, but some cannot be 
copied because the facts given in the prac- 
tice problem do not conform to the pattern 
of facts used in the illustrative audit. The 
students get some help from the illustra- 
tive audit and yet they have to do some 
thinking and deciding. 

Some time-consuming details are cut 
out of the hypothetical audit. The writer 
does not believe that a long practice set 
has a pedagogical value which compensates 
for the time students spend on it. If large 


und 
pre: 

fro 

pat 
can 

tot 

apy 

to 

en 

the 
dat 

va 

ti 

un 
mo 

to 
tai 
ski 
me 
the 

oft 
cal 
col 

qu 
on 
act 
an 
rey 

to 

m 
ple 
of 
| 
ure 
on 
lea 
po 

ca 

an 
lor 
tic 
en 


The Teachers’ Clinic 93 


amounts of detailed paper work are done 
under the pressure of time limitations, that 
pressure can distract students’ attention 
from the underlying principles which the 
paper work is supposed to teach. Students 
cannot grasp principles unless they have 
to think about them, time to observe varied 
applications of those principles, and time 
to assimilate them. 

Beginning students should prepare 
enough audit schedules to become aware of 
the numerous arrangements of accounting 
data which may be appropriate under 
varied circumstances. Class and study 
time should be spent in acquiring more 
understanding of auditing rather than 
more dexterity. Universities are not trying 
to train men and women who have at- 
tained their maximums of knowledge and 
skill. Universities are trying to educate 
men and women who will go far because 
they have broad intellectual horizons. 

Classroom study of auditing theory 
often tends to become lofty and impracti- 
cal. The writer attempts to make the 
completion of the audit realistic by re- 
quiring clarity and arithmetical accuracy 
on all audit schedules, and by requiring 
accuracy of arithmetic, grammar, spelling, 
and formalities in the drafts of the audit 
report. 

A requirement of 100 per cent accuracy 
to pass a course is a new experience to 
many students. A week is allotted to com- 
pletion of the problem and to preparation 
of drafts of audit reports. Students spend 
many hours reviewing and comparing fig- 
ures on financial statements with figures 
on leading schedules, and figures on 
leading schedules with figures on sup- 
porting schedules. This intensive criti- 
cal review helps them to integrate auditing 
and accounting principles and techniques. 

The students are not asked to write 
long-form reports. Practice sets and prac- 
tice problems do not provide the experi- 
ences, the opportunities to observe, nor 


the backgrounds of events and personalities 
which are prerequisite to the composition 
of a worthwhile long-form report. 

Communications from professional ac- 
countants who have employed accounting 
majors trained by the writer have in- 
cluded only one suggestion for improve- 
ment of their education in accountancy. It 
is legible handwriting. The writer has at- 
tempted to carry out this suggestion by 
rejecting students’ working papers which 
are not legible, and by denying credit on 
examinations for words which are not 
written legibly. 

The writer believes that there are no 

silly questions. Difficulties which appear 
trivial effectively thwart the progress of 
some students. Students are encouraged to 
ask any question which is related to cur- 
rent or past assignments. They are en- 
couraged to repeat questions if they do not 
comprehend a reply that has been given. 
The word reply is used advisedly, because 
the writer does not know all of the answers. 
When he is not sure of an answer, he says 
so. A teacher who thinks he is fooling his 
students usually is fooling himself. 
_ The writer cautions the class that his 
answers are his opinions, that he has no 
pipe-line to divine omniscience, and that he 
may be wrong. When he disagrees with 
views that seem to be held by a majority 
of professional accountants or teachers, he 
is careful to point out the majority view 
and emphasize that his is a minority view. 
Students are encouraged to disagree openly 
or secretly, but they are reminded that 
examinations will be graded according to 
the instructor’s own beliefs. They are wel- 
come to their own ideas, but they had 
better write the instructor’s ideas in re- 
sponse to examination questions if they 
want to make a good grade. 


THE REVIEW 


The completion of the hypothetical au- 
dit, the initial study of text material, and 
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three examinations require about thirty- 
five class periods. The last ten to fifteen 
periods are devoted to a review of text ma- 
terial, the Case Studies, and the Tentative 
Statement of Auditing Standards re- 
cently published by the American Insti- 


tute. The writer also regards the time 
spent on review as the most valuable learn- 
ing time in the quarter. Students compre- 
hend the technical problems and questions 
better after they have completed the 
hypothetical audit and studied the text. 


INTERMEDIATE AND ADVANCED ACCOUNTING ADVICE SHEET 


WILLiAM F. Crum 
University of Wichita 


It has been my experience that the 
average student is not well prepared tech- 
nically and psychologically to make the 
transition between the usual type of prob- 
lems and tests found in introductory ac- 
counting courses and those found in most 
intermediate and advanced courses. The 
writer has often orally presented to the 
class at its first meeting the substance of 
the suggestions below. He believes they 
have been helpful in his own classes, and, 
while most instructors probably touch 
upon these matters during the first week 
or so, they may not have organized the 
material in the manner shown below. Ac- 
cordingly, they are presented in succeeding 
paragraphs in an elongated outline fashion. 
For most effective use they should, of 
course, be passed out to the students in 
mimeographed (or other duplicating device) 
form, in addition to discussing them in 
class. 


IN WORKING PROBLEMS 


(1) Read the problem thoroughly to grasp the 
facts and learn what is required of you. In many 
problems the desired answer can be obtained only 
after several preliminary calculations or sched- 
ules. If these cannot be reduced to a statement, 
exhibit, or explanatory note, place them on a 
scratch sheet, but keep such work in good order 
to allow review or checking later if your first solu- 
tion does not turn out to your satisfaction. 

(2) All accounting problems can be solved by 
some sort of statement, schedule, work sheet, 


journal entries, or “T”’ accounts. Brief explana- 
tions should always be given for journal entries 
unless specific permission is granted to omit them. 
Accounting statements should always have a 
heading, including the firm name, name of state- 
ment, and date. Special schedules or reports 
created for unusual problems should always fol- 
low the customary form, with explanatory re- 
marks or accounts at the left and the figures or 
amounts at the right. 

(3) Watch such things as neatness, straight 
margins, indentations or sub-items, ruling of 
lines, neat erasures, and use of footnotes or refer- 
ences to supporting schedules or computations. 
Avoid crowding your solution in any way. Unless 
the statement is too long for one page, avoid 
starting a statement on one sheet and finishing it 
on another. If you use ruled paper, write on the 
lines, except where you detect some last-minute 
error and can correct it by a simple insertion 
made between two lines. 

(4) In preparation of work sheets be sure to 
cross-reference by letters (“‘A,” “B,” “‘C,” etc.) 
all the adjustments or interim entries. This will 
help you in review of your own work, and will 
assist the person who grades your paper. If you 
are asked to solve a problem by use of “T”’’ ac- 
counts, cross-reference all entries in a similar 
fashion so that there will be no doubt as to what 
makes up all parts of any entry. 

(5) Most problems can be solved by modeling 
your solution after some similar problem or form 
illustrated in your text or some reference book. 
Before you begin your solution, therefore, try to 
visualize a sequence order, and the form in which 
you will cast it. If the problem does not seem 
exactly similar to a familiar problem, you should 
model it along lines as nearly similar as you can 
with due regard to whatever the problem asks 
you to do, as well as the principles involved. Do 
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not hesitate to make rough drafts of some state- 
ments or solutions of difficult problems, and later 
copy them into better form after they have bal- 
anced or proved workable. 

(6) If you cannot get a problem to work out 
satisfactorily, at least do all you can. Set down in 
as logical fashion as possible all the facts you 
know as well as what you need to find out, and 
develop the problem as fast as you can along 
these lines. If it ultimately ends in a “blind 
alley,” or if your statements do not balance or 
“prove,” at least you have placed on paper your 
thought processes. This will allow your instructor 
to give you advice as to how to work such problem 
in the future, and it will result in higher grades 
since your progress will be evident on the paper 
submitted. Your work may be entirely acceptable 
except for one error, which, if made early in the 
solution, may compound itself and cause the 
solution to be far off from the answer. 

(7) Do not hesitate to use the Accountants’ 
Handbook and other accounting books in the 
library. Use the index or table of contents to 
look up points you may have forgotten. It is best 
to check your own text first to be sure it does not 
contain any instruction that you should observe 
in your solution. If a problem has two or more 
solutions and nothing is stated to the contrary, 
it is best to indicate in your solution that you are 
at least aware of another solution, but are predi- 
cating your solution on the certain assumptions, 
etc. If the alternative solutions are short it is 
desirable to give all of them, especially where a 
problem may intentionally be vague or open to 
several interpretations. 

(8) When you have completed your problem 
assemble the various papers in as logical an order 
as possible, to facilitate their grading as well as to 
make sure you do not omit turning in part of your 
work 


ANSWERING ESSAY QUESTIONS 


Be brief but never give a simple “‘yes”’ 
or “no” unless the question specifically re- 
quests such an answer. Always give reasons 
and develop your answer along as logical 
lines as possible, using outline form or 
enumerations where possible. The fact that 
you are in an accounting class does not ex- 
cuse you from the use of acceptable sen- 
tence structure, spelling, and punctuation. 
If you quote part of your answer from an- 
other source, refer to that source in your 


answer or a footnote. If the question. is 
ambiguous or open to more than one inter- 
pretation, state your assumption or view- 
point on the vague point when giving 
your answer. 


IN TAKING EXAMINATIONS 


(1) Come prepared with ruled paper, pen or 
pencil as requested by the instructor, eraser, 
straight-edge, etc., and place all your other books 
and materials off to one side, or on the floor. 
Glance over the entire examination quickly to 
grasp the task ahead of you and gauge your time 
allowance. Read Question or Problem One 
quickly. If you can answer it at once, do so. If 
you cannot answer it immediately, pass quickly 
to the next question. In this manner answer im- 
mediately those questions which you know, going 
back later to those which momentarily stump you 
or require further thought. Make every minute 
count. To waste time futilely on the first question 
or problem puts you in a poor psychological 
frame of mind and may upset you for the re- 
mainder of the examination period. You are 
likely to worry as well as to make errors in your 
haste to catch up after having wasted undue time 
in the early part of the examination. 

(2) If your solution of a problem reaches a 
point where it seems to be in error, make a quick 
review of your work to try to locate the error. If 
you cannot find any error, proceed as though 
you were correct and complete the problem to the 
best of your ability. Never leave a problem un- 
solved or half-done because it does not seem 
“right” at some half-way point. It is possible that 
your error may become evident as you progress 
further. At least put down on paper all you pos- 
sibly can do toward the solution of the problem. 

(3) Do not be alarmed by those who finish 
early; this does not mean they are turning in 
acceptable answers. If you have five problems, 
for example, allot your time proportionately 
unless a weight is given and do not spend too 
much time in trying to solve any single problem 
unless you have already finished all the others. 
Read each question carefully. Be sure to do ex- 
actly what it asks you to do. Do not waste time 
doing more than it asks for unless you find you 
have time to spare and are not sure about your 
solution. 

(4) For difficult problems of the CPA or ad- 
vanced type, attempt first to recall some prob- 
lem you have already worked that is similar. If 
you cannot solve it by such association, set down 
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very carefully exactly what it is you know in the 
problem, what it is you are asked to do, and what 
it is you need to know before you can proceed 
further to solve the problem. Rearranging the 
facts and crystallizing your thoughts quickly and 
briefly on paper may open the door to the solu- 
tion. Long involved problems must be solved in 
such a fashion, getting each step performed in 
its proper sequence, since their “chain” relation- 
ship may be the principal difficult point involved 
in their solution. 

(5) It should be added that attention must be 
given in all work to details such as exact num- 
bers, years, dates, and arithmetical computations. 
Be careful. Do not make haste with a sacrifice 
of accuracy. Even though you may not be asked 
to turn in your scratch work, it is wise to arrange 
it neatly and systematically in order that you can 
review and check your own calculations without 
wasting time searching through a maze of figures. 


REMEMBER 


In most accounting problems the form 
and method exemplified in your answer 
will count a considerable portion of your 
grade. Whether or not a trial balance or 
balance sheet is off $1 or $1,000 is of little 
moment. It is the nature of your error (or 
errors) that caused you to be off this 
amount that will affect your grade most. 
Try to avoid nervousness or excitement, 
If you have studied adequately each week 
there should be no need for extensive 
cramming before an examination. Be 
calm, deliberate; think things through, and 
try to disregard any confusion, noise, or 
disturbance caused by others in or out of 
the room. 


Ara You Moving? 


Postal authorities will not forward your copy of the ACCOUNTING 
REVIEW. If, therefore, you change your address please notify us imme- 
diately so that we may correct our records to insure correct mailing. A postal 
card will suffice. 


PLEASE SHOW: 

1) Name 

2) Old Mailing Address 

3) Status: (2) Member; (b) Subscriber; (c) Associate (student) Member. 

4) Subscription Expiration—if a Subscriber or Associate Member. 

5) New Mailing Address (please indicate postal zone number, if any). 

6) If a Member, your new school or firm affiliation, and your new rank or position. 


AMERICAN ACCOUNTING ASSOCIATION 
The School of Business—The University of Chicago 
Chicago 37, Illinois 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the C.P.A. exami- 

nation in accounting practice in November, 1948. The candidates were required to 

solve all problems. The weights assigned were: problem 1, 25 points; problem 2, 20 
points; problem 3, 5 points. 

The time allowed was four and a half hours. A suggested time schedule is given below: 


Ts: following problems were prepared by the Board of Examiners of the American 


Problem 1 90 minutes 
Problem 2 90 minutes 
Problem 3 20 minutes 


No. 1 

The Waverly Manufacturing Company has decided to change its method of distribut- 
ing factory burden to its products, all of which are manufactured on special order. You 
are asked (a) to develop appropriate departmental rates, based on the company’s opera- 
tions for the first half of 1948, and (b) to illustrate their use by determining the cost of 
Job Order No. 987 by applying the rates you develop. 


The trial balance of the company’s factory ledger (cents omitted), for the six months 
ended June 30, 1948, is as follows: 


Debit Credit 
Materials and manufacturing 


Work-in-process—material.... 86,105 
Work-in-process—labor...... 82,872 
Work-in-process—manufactur- 

Insurance—machinery and 

4,216 
Compensation insurance...... 2,486 
Superintendence............. 6,000 
Factory clerical salaries. ..... 4,950 
Machinery maintenance and 

Depreciation of machinery and 

Manufacturing supplies used. . 3,617 
Social security taxes.......... 9,210 
Factory office supplies........ 879 
Miscellaneous factory expense. 1,212 
Manufacturing expense applied $158 , 200 
General ledger contro]........ 413,448 


$571,648 $571,648 


Additional data: 


The manufacturing operations are carried on in three production departments, A, B, 
and C, with the aid of two service departments, numbered 1 and 2, respectively. Other 
data are as follows: 
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Departments 
Total A B Cc 1 2 
Plant floor space............ 30,000 10,000 5,000 2,000 7,500 5,500 
sq. ft. sq. ft. sq. ft. sq. ft. sq. ft. sq. it. 
Number of employees........ 109 50 20 4 25 10 
Number of labor hours....... 113,360 52,000 20,800 4,160 26,000 10,400 
Number of machine hours.... 47 ,952 31,912 9,640 560 5,840 
Salaries and wages .......... $161,317 $76,180 $28 ,472 $9,975 $37 ,230 $9 460 
Cost of machinery and equip- 
$1,019,047 $623,225 $250,960 $20,210 $112,862 $11,790 
Annual depreciation rates..... 8% 8% 10% 10% 20% 


In developing burden rates, expenses not distributed in the above table shall be dis- 
tributed to departments as follows: 


On the basis of floor space: 
Factory rent: fuel; 3 of electricity 

On the basis of salaries and wages: 
Compensation insurance 
Superintendence 
Manufacturing supplies used 
Social security taxes 
Factory office supplies 
Miscellaneous factory expense 

On the basis of investment in machinery and equip- 

ment: 

Insurance, machinery and equipment 
Machinery maintenance and repairs 
#2 of electricity 


Factory clerical salaries and $4,500 of indirect labor are charged to Department No. 2. 
The balance of indirect labor is charged to Department No. 1. 

Expenses of Department No. 1. are to be distributed, 1/10 to Department No. 2, the. 
balance to all other departments on the basis of machine hours. 

Expenses of Department No. 2 are to be distributed to Departments A, B, and C, on 
the basis of labor hours. 

The departmental burden rates are to be based on machine hours for Departments A | 
and B, and on labor hours for Department C. 

Data applicable to Job Order N. 987 are as follows: 


Material, $487.92; direct labor, $465.00. 

Machine hours: Department A, 50 hours. 
Department B, 12 hours. 

Labor hours: Department C, 20 hours. 


No. 2 


From the information below prepare a monthly cash budget for AB Trading Com- 
pany for the three months ending March 31, 1949. 

AB Trading Company purchases merchandise on terms of 2/10, n/60, and regularly 
takes discounts on the tenth day after the invoice date. It may be assumed that one- 
third of the purchases of any month are due for discount and are paid for in the follow- 
ing month. 

The company’s sales terms are 2/10, n/30, E. O. M. It has been the company’s ex- 
perience that discounts on 80 per cent of billings have been allowed and that, of the re- 
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mainder, one-half have been paid during the month following billing and the balance 
during the second following month. 

The average rate of gross profit based on sales price, is 25 per cent. Total sales for 
the company’s fiscal year ending June 30, 1949, have been estimated at 80,000 units, 
distributed monthly as follows: 


10% February...... 5% 
October....... 9% April % 
November..... 10% 6% 
December..... 15% 8% 


To insure prompt delivery of merchandise, inventories are maintained during January 
and February at 6 per cent of the number of units estimated to be sold throughout the 
year, while during the rest of the year they are maintained at 10 per cent of that number. 
The inventories at December 31 and February 28 should be at the levels intended to 
be maintained during the respective ensuing seasons. 

Total budgeted selling administrative and general expenses for the fiscal year ending 
June 30, 1949, are estimated at $312,000, of which $120,000 are fixed expenses (inclu- 
sive of $24,000 annual depreciation). These fixed expenses are incurred uniformly 
throughout the year. The other selling, administrative and general expenses vary with 
sales. In total, these expenses amount to $192,000 or 12 per cent of total sales for the 
year. Expenses are paid as incurred, without discounts. 

It is assumed that at January 1, 1949, merchandise inventory, at the 6% level, will 
consist of 4,800 units, to cost $72,000, before discount, and the cash balance will be 
$112,000. 


No. 3 


On November 1, 1946, A and B formed a partnership to operate a retail drug store. 
A contributed cash of $25,000, and B contributed a store building worth $25,000 which 
had cost him $15,000 in 1940 and with reference to which the allowable depreciation 
from the date of purchase to November 1, 1946, was $3,500. The partnership adopted 
the cash basis of accounting and a fiscal year ending June 30. Both A and B were ona 
cash basis and used a calendar year. The partnership agreement provided that A should 
receive a salary of $360 a month, B a salary of $300 a month, and that the net profits 
after salaries should be shared equally. 

For its first fiscal year ended June 30, 1947, the partnership had net profit after 
salaries of $6,000, of which $1,000 represented a long-term capital gain. The partner- 
ship distributed $2,000 each to A and B, and retained the balance in the form of in- 
creased inventory. The partnership continued in operation during the remainder of 
1947 under the same agreement. 

The following four statements pertain to federal income tax matters arising out of 
this partnership. You are to write down the letters a, b, c, and d in a column and then show 
opposite each letter the sub-number (or amount) that represents the correct statement of the 
fact, i.e., if under a the correct answer is $13,500 you would show (1) opposite a. Answer 
all four parts. No comments or computations need be submitted with your answers. 
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a. Upen formation of the partnership B realized a year ended June 30, 1947, was (1) $10,280; (2) 
long-term capital gain of (1) $13,500; (2) $10,000; $11,280; (3) $6,000; (4) $5,000; (5) correct answer 
(3) $25,000; (4) $0; (5) correct answer not given. not given. 
b. The partnership was required to pay tax on (1) d. In his personal income tax return for 1947, A was Sala 
$6,000; (2) $5,000; (3) $10,280; (4) $11,280; (5) required to report as his distributive share as D 
$0; (6) correct answer not given. ordinary income from the partnership (1) $5,380; D 
c. The partnership ordinary net income for the fiscal (2) $6,320; (3) $4,880; (4) correct answer not given. -- 
D 
Solution to Problem 1— 
WAVERLY COMPANY 
Computation of Departmental Overhead Rates ~ 
January 1, 1$48 to June 30, 1948 D 
D 
Total Dept. A Dept. B Dept. C Dept. 1 Dept. 2 D 
Indivect $ 41,740.00 $37,240.00 $ 4,500.00 
Factory Clerical Salaries.......... 4,950.00 4,950.00 
$ 46,690.00 
Distribution on Basis of Salaries and | Inv 
Wages: I 
Compensation insurance......... $ 2,486.00 H I 
Superintendence................ 6,000.00 I 
Manufacturing supplies......... 3,617.00 ; I 
Social security taxes............ 9,210.00 I 
Factory office supplies........... 879.00 
Miscellaneous factory expense. ... 1,212.00 
$ 23,404.00 $ 11,051.37 $ 4,130.81 $1,446.37 $ 5,401.64 1,373.81 To 
Distribution on Basis of floor space: All 
$ 6,116.50 2,038.83 1,019.42 407.77 1,529.12 1,121.36 7 
Distribution on basis of investment 4 | 
in Machinery and Equipment: ; 
Insurance, machinery and equip- q 
Machinery maintenance and re- 
$ 36,859.50 22,543.27 9,078.49 729.82 4,080.35 427.57 
$ 42,800.00 24,929.00 10,038.40 1,010.50 5,643.10 1,179.00 | 
Coat, Dent. $53,894.21 i 
Distribution of Dept. 1 Costs 
36,756.93 11,102.75 645.11 53,894.21 5,389.42 
$18 ,941.16 Or 
Distribution of Dept. 2 Costs 
ee $ 3.45 $ 4.20 $1.26 
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2) Solution to Problem 1—Continued 
rer 
Schedule 1 
as Salaries and Wages: 
$161,317.00 100.00% 
Schedule 2 
Floor Space: 
00 30,000 ft. 60/60 
Schedule 3 
Investment in Machinery and Equipment: 
$1,019,047.00 $100.00% 
81 : Schedule 4 
Machine Hours: 
42,112 hrs. 100.00% 
Schedule 5 
Labor Hours: 
00 76,960 hrs 100.00% 
Cost of Job 987 
16 i Overhead: 
$1,201.02 
; Nore: The distribution of the salaries and wages to Departments 1 and 2 as shown in the problem totals 


$46,690.00 while the text of the problem states that factory clerical salaries (amounting to $4,950.00) and indirect 
labor (amounting to $41,740.00 per trial balance) are to be charged to Departments 1 and 2. The difference of 
$10.00 in the total will not influence the final results. 
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Solution to Problem 2— 


Collections: 


November sales (10% of eee $ 16,000.00 
December sales: 


Subject to discount $192,000.00 less 2%)... 188,160.00 
January sales: 
Subject to discount ($38,400.00 less 2%). 37 ,632.00 
February sales: 
Subject to discount ($64,000.00 less 2%)... 62,720.00 
Computation of Purchasers 
Total cont of sales (757, of sales of $1, 200,000.00 
Inventories: 
Cost of sales: 
December January February March 
Add ending 72,000.00 72,000.00 120,000.00 120,000.00 
$252,000.00 $108,000.00 $180,000.00 $192,000.00 
Solution to Problem 2—Continued 
Computation of Disbursements 
January February March 
Payments for purchases: 
December purchases (4 of $132,000.00 less 2%)............-.000- $43,120.00 
January purchases ($36,000.00 less 2%)... 23,520.00 $11,760.00 
February purchases ($108,000.00 less 2%) ...........-0eeeeeeeeee 70,560.00 $ 35,280.00 
March purchases of $72,000.00 less 2%)... 47,040.00 


Selling and administrative expenses: 
Fixed expenses ($120,000.00 less $24,000.00 or $8,000.00 per month) 8,000.00 8,000.00 8,000.00 
Variable expenses—(Total for year $192,000.00): 
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AB TRADING COMPANY 


Cash Budget 
January 1, 1949 to March 31, 1949 
January February March 
Cash balance, beginning of month.................cceeeseeeeees $112,000.00 $259,760.00 $226,272.00 
$340,160.00 $326,192.00 $301,792.00 
Payments to creditors for merchandise.............-+eeeseeeeees $ 66,640.00 $ 82,320.00 $ 82,320.00 
Selling and administrative expenses.............:.0eeeeeeeeeeees 13,760.00 «3 17,600.00 19,520.00 
$ 80,400.00 $ 99,920.00 $101,840.00 
Solution to Problem 3— 
(a) (4) 
(b) (5) 

$ 5,380.00 


Nore: In the above answers it is assumed that depreciation on the building contributed by B was correctly 
computed for tax purposes. 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


GREAT BRITAIN 


In December, 1947, the Association of Uni- 
versity Teachers of Accounting was formed. The 
Secretary advises that, until this group was 
formed, there existed in Great Britain no organi- 
zation which was the counterpart of the American 
Accounting Association. The list of members is 
very small, by comparison, about thirty in num- 
ber, but nevertheless includes virtually all uni- 
versity teachers of accounting in England and 
Scotland. 


CANADA 
University of Saskatchewan: 


Newly appointed are O. WARREN Man, as- 
sistant professor, and Lewis N. GREER, in- 
structor. 

GrorGIA GOODSPEED and LEwis GREER did 
graduate work at the University of Chicago 
during the summer. 

Hans ADLER has resigned to do graduate work 
at the University of Chicago. 


CALIFORNIA 
University of California at Los Angeles: 


W. E. KARRENBROCK addressed San Fernando 
Valley public accountants on the subject of the 
distribution of power on a double base versus 
single base. 

Howarp S. Nose has completed a year of 
sabbatical leave. 


University of San Francisco: 


M. P. Kitcore has joined the accounting 
staff. 

MavrRIcE GREEN recently passed the CPA ex- 
amination. 


University of California: 


LAWRENCE L. VANCE is chairman of the com- 
mittee on public information, and LEONARD A. 
Dove is chairman of the committee on educa- 
tion, of the California Society of CPA’s. DoyLEe 
is also a director of the San Francisco chapter of 
NACA. 

Maurice Moontrz is secretary of the univer- 
sity chapter of Phi Beta Kappa. 

DoNALD CorBIN has received his CPA cer- 
tificate. 


FLORIDA 
Rollins College: 


D. M. BErcuts served on the summer school 
staff at University of North Carolina, conducting 
a special course under joint sponsorship of the 
University and the North Carolina Society of 
CPA’s. 


University of Florida: 


New staff additions include GEorGcE W. Sum- 
MERHILL, formerly auditor of Baylor University, 
as assistant professor, JAMES F. Moore and D. B. 
Opom as instructors. 

James S. LANHAM recently addressed the Jack- 
sonville chapter of the Florida Institute of Ac- 
countants on joint responsibilities of practi- 
tioners and teachers in developing the profession. 

H. J. DEtnzER spoke recently on municipal 
cost accounting before the Florida Municipal 
Finance Officers’ Association. 


GEORGIA 
University of Georgia: 


ErnaR RASMUSSEN resigned in September. 

H. M. Heckman delivered a paper to the an- 
nual“meeting of the Georgia Society of CPA’s 
on the subject of universities and the public 
accounting profession. 


ILLINOIS 
De Paul University: 


RoceER Brices has resigned to accept a posi- 
tion at Grinnell College. 

Fritz BAvER recently passed the CPA ex- 
amination. 

WARREN CarEy was recently admitted to the 
Illinois bar, after passing the spring examination. 


University of Chicago: 


WILLARD J. GRAHAM was a visiting professor 
at UCLA in the 1948 summer session. 


University of Illinois: 


DANIEL Bortu is on leave of absence to assist 
in revision of accounting systems of the Federal 
Government. 

R. K. Marz has joined the staff as assistant 
professor. 
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Association Notes 


Cc. A. Mover, C. J. GAA, and H. T. 
served as accountants in the study for water 
rate adjustments in Champaign-Urbana during 
the summer. 

Recent addresses include ‘Education for the 
Accountant,” by H. T. Scovrtz, before the 
Pennsylvania Institute of CPA’s, and “Cost Ac- 
counting,” by R. I. Dickey, before the Central 
Warehouseman’s Association of Illinois. 


Southern Illinois University: 


Recent staff additions include Wrttram R. 
MatrHies and Mary Noet Barron, both 
CPA’s. 

SustE OGDEN is on sabbatical leave studying 
at University of Illinois. 


LOUISIANA 
Louisiana Polytechnic Institute: 


L. M. Pures returned in August, 1948, as 
professor of accounting. He was replaced by 
James T. JOHNSON, formerly of Southwestern 
Louisiana Institute. 

Louisiana Polytechnic Institute was host to the 
first annual Louisiana Accounting Conference’ in 
October. 


MARYLAND 
University of Maryland: 


Tuomas E. Bourne, JR. and JoHn E. THomas, 
Jr., have resigned to enter public accounting. 

New instructors appointed include RALPH L. 
Conen, Davip M. GruBEr, and JoHn W. Mc- 
KreEver, all CPA’s. 

Writ1aM S. SWEENEY has been appointed asso- 
ciate professor to replace C. W. CIssEL, who be- 
came assistant comptroller of the University. 

S. M. WEDEBERG participated in a panel dis- 
cussion on “Practice Management” held by the 
District of Columbia Dental Society. 


MICHIGAN 
University of Michigan: 


Recent appointments as instructor of account- 
ing include Sipney Davipson and RoBErT W. 
GIBSON. 

The following have resigned to accept positions 
elsewhere: LLoyp F. Morrison, to University of 
NortH CAROLINA; JAMEs S. SCHINDLER, to Uni- 
versity of Buffalo. 

HERBERT E. MILLER spent part of the summer 
as consultant for Economic Cooperation Ad- 
ministration. 

The following promotions have been made: 
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LEo A. ScumiptT to professor; WILLIAM J. SCHLAT- 
TER to associate professor. 


University of Detroit: 


Newly appointed as acting head of the depart- 
ment of accounting is James W. HEALy. 


NEW YORK 
Long Island University: 


RatpH METZGER, JR., has resigned to accept 
a position with the U. S. Treasury Department. 

Louis A. FRIEDMAN and JEROME H. Taytor, 
both CPA’s, have joined the staff as instructors. 


New York University: 


Witi1aMm Comer has been promoted to the 
rank of professor, and JOSEPH MAURIELLO to the 
rank of assistant professor. 

Koptra has been appointed as in- 
structor. 


Niagara University: 


DANIEL P. Munpay, formerly dean of business 
administration, has been made dean of the 
graduate school and school of education. 

CuHaRLEs J. Epcette, formerly registrar, is 
now dean of the college of business administra- 
tion. 


OHIO 

Ohio State University: 

Paut E. Ferric has been appointed instructor 
in accounting. 

James R. McCoy has been appointed acting 
secretary of the College of Commerce. 
University of Cincinnati: 

Wayne S. OvERMYER has been appointed in- 
structor in accounting. 
University of Toledo: 

ARNOLD Lap? has rejoined the staff after serv- 
ing as comptroller for a large hotel chain. 
Miami University: 

DonaLp E. GARRISON recently passed the Ohio 
CPA examination. 

PENNSYLVANIA 

University of Pennsylvania: 


New appointments as instructor in accounting 
include: Epwarp W. BRENNAN, LEON M. Nap, 
RicHARD E. PENNIMAN, SAMUEL R. SAPIENZA, 
and Franx J. WRIGHT. 
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ApotpH Martz has been appointed associate 
professor of accounting. 

Haroip C. Srort has been appointed lecturer 
in accounting. 


TENNESSEE 
University of Chattanooga: 


The accounting faculty consists of: WILLIAM 
H. Wesson, JR., formerly of Duke University, 
acting head of the Department of Economics and 
Commerce, Robert O. BAKER and Durwoop C. 
HARVEY. 


TEXAS 
Texas Technological College: 


Accounting staff now includes REGINALD 
RUSHING as professor and head of department; 
associate professors HASKELL G. TAyYLor and 
L. Epwin Situ; assistant professors WILLIAM 
E. WHITTINGTON, ERNEST W. Gipson and 
P. EAVES. 


Baylor University: 


Newly appointed professors are EMERSON 
HENKE, head of department, and James F. 
GOoopMAN. 

EDWARD S. Lynn has left to do advanced study 
at University of Texas. 


Southern Methodist University: 


Ata recent meeting in Fort Worth of the Texas 
Association of University Instructors in Account- 


ing, the following officers were elected: President, 
O. J. Curry, North Texas State College; Vice. 
President, CHARLES ZLATKOVITCH, University of 
Texas; Secretary-Treasurer, ZEB B. FREEMAN, 
Jr., Southern Methodist University. 


Texas Christian University: 


New members of the accounting staff include 
RosBert A. LAMBERTON as associate professor, 
and Davip A. Tuomas as instructor of accounting. 


UTAH 
Utah State Agricultural College: 


Additions to the staff are NormAN S. CANNoN 
as assistant professor and JoHN CLay as special 
lecturer. 


WASHINGTON 
State College of Washington: 


WILMER BAER recently passed the CPA exam- 
ination. 


WISCONSIN 
University of Wisconsin: 


HERMAN W. CONTENT has joined the staff as 
instructor. He was formerly in public accounting. 

J. C. GrBson recently addressed the Atlanta 
conference of the National Association of Bank 
Auditors and Comptrollers on the subject of bank 
costs. 

D. H. CRAMER is serving as accounting con- 
sultant to the Milk Industry Foundation. 
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BOOK REVIEWS 


FRANK P. SmitH 


Cost Accounting. (New Second Edition.) John G. 
Blocker. (New York: McGraw-Hill Book Company. 
1948. Pp. xv, 733. $5.50.) 


Dr. Blocker’s new second edition is among the most 
recent texts in the field of cost accounting. The objective 
in revising the first work, as given, is to include “the 
most recent and improved methods of cost accounting 
and managerial control, so that the student and busi- 
nessman (will) have in one book the fundamentals of 
cost control, the most effective cost accounting methods 
for the manufacturing, distribution, and administrative 
divisions of a business, and special applications of cost 
control to department stores, banks, and governmental 
units.” This is accomplished in a most excellent and 
comprehensive manner. 

Each chapter of the revised book contains new mate- 
rial. Some have been rearranged and others have been 
rewritten. Two new ones on Payroll Accounting and 
Differential Cost Analysis round out the work. In line 
with contemporary thinking, more emphasis is placed 
on the utilization of cost data by management in the 
operation of a business and less emphasis on the descrip- 
tive features of cost systems and methods. Control 
procedures and accounting for distribution and ad- 
ministrative costs are stressed equally with manufac- 
turing and production accounting. 

The book is well suited for a course that aims at a 
broad coverage of cost accounting methods and pro- 
cedures. It contains 29 chapters, arranged in four parts, 
and has sufficient material for two full semesters of 
work. It also can be used to good effect in a one- 
semester course by inclusion cof the first 16 chapters, 
supplemented by two or three of the advanced chapters 
beyond that point. A comprehensive list of questions 
follows every chapter and there are sufficient problems 
of varied type and length to suit the needs and desires 
of the most exacting teacher in the field. Both a job 
order and a process cost practice set are provided for 
supplementary work in the laboratory during the second 
semester. The text contains enough problems for use 
both in class and in the first semester laboratory. 

The author writes with a clarity of expression that 
makes the book easy to read and understand, assuming, 
of course, that the student already is familiar with 
the elementary principles of general or “financial” ac- 
counting. The approach is well-balanced and reveals no 
prejudices. The functions of cost accounting are de- 
scribed as (1) the determination and analysis of the 
costs and income of an enterprise so that comparisons 
by divisions and periods of time can be made in order to 
evaluate the operating efficiency of each division; (2) 
the accumulation and utilization of data for purposes 
of controlling costs and maintaining them at the lowest 
point consistent with the most efficient operating con- 
ditions; (3) the proper matching of costs with revenues 
in monthly or quarterly financial statements; and (4) 
the provision of data for special cost studies and inves- 


tigations to aid management in determinirig policies 
and formulating plans for profitable operations. Further 
application of the subject matter is set forth by detailing 
what (1) management, (2) employees, (3) creditors, and 
(4) the public may expect of cost accounting. 

Numerous charts, diagrams, forms, and schedules to 
illustrate methods and procedures are found throughout 
the text. Most any teacher of cost accounting will 
agree that these aids are essential in the proper presen- 
tation of the subject. As in the case of the problems, 
it is evident that the author has spent considerable time 
and exercised extreme care in their selection. While 
some may object to the inclusion of a chapter on books 
of original entry and the voucher system in a cost ac- 
counting treatise, the majority, no doubt, will feel that 
a limited amount of repetition has definite advantages. 
This applies with equal force to the description of the 
first-in, first-out, average, and last-in, first-out methods 
of valuing inventories, as well as to the discussion of 
periodical physical inventories. Many students of gen- 
eral accounting fail to grasp sufficiently, in the brief 
time they are exposed to them, the techniques of these 
methods. 

The innovations in the text which particularly 
appeal to the reviewer are the chapters detailing the 
special applications of cost accounting to retail estab- 
lishments and selling or distribution agencies; to finan- 
cial establishments, such as banks, trust companies, 
investment institutions and building and loan asso- 
ciations; and to governmental units, now numbering 
more than 175,000, according to the author. The 
chapter on differential cost analysis and the segmenta- 
tion of costs is especially outstanding. The relationship 
of cost accounting to modern economics and the 
service it can render in providing data to implement 
economic theories is admirably discussed. It sug- 
gests to both accountants and economists still broader 
applications of the techniques now available. One 
other unusual feature of the text is the inclusion 
in Appendix A of all CPA cost problems given by 
the American Institute of Accountants from 1932 to 
November 1947. This is a service which will be greatly 
appreciated by students preparing for CPA examina- 
tions. The reviewer believes that, regardless of differ- 
ences of opinion as to terminology and procedures, the 
content of Dr. Blocker’s new second edition will be 
accepted by all cost accountants as sound and a distinct 
contribution to the field. 

Jupson O. BurNnettT 

University of Nebraska 


Montgomery’s Federal Taxes—Cor porations and Pariner- 
ships, 1947-48. Robert H. Montgomery, Conrad B. 
Taylor and Mark E. Richardson. (New York: The 
Ronald Press, 1948, 2 vols. Pp. xi, 1015; iv, 974. 
$20.00.) 


In the 1945-46 edition of Montgomery’s Federal 
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Taxes—Corporations and Partnerships, the names of 
Conrad B. Taylor and Mark E. Richardson were joined 
with Montgomery’s on the title pages since, in the orig- 
inal author’s words, “I have found that their views on 
tax questions consistently coincide with my own.” 
However, the salty language of the preface to the cur- 
rent edition suggests that Montgomery has reserved 
unto himself this medium for evaluating the peculiar 
accomplishments of (1) the Congress in the field of in- 
come tax legislation, and (2) the Supreme Court in the 
realm of interpretation and (sic) amendment. 

As a handbook for both students and practitioners, 
the new edition preserves those attributes of logical or- 
ganization and brief and concise presentation of the 
current law and regulations, together with pract al 
suggestions for procedure in spots where the law is 
especially soft. 

Volume I contains sixteen chapters pertaining o 
gross income and deductions. Volume IT contains tw .n- 
ty-two chapters, divided into six parts covering, resp :c- 
tively, Corporations in General, Taxes on Undistribusded 
Profits, Methods and Bases, Administration, Consuli- 
dated Returns, and Partnerships. Volume II contaitis, 
also, a supplement on Excess Profits Tax Reliefji in 
which are cited rulings of the Excess Profits Tax Couniil. 

In addition to bringing in important developments 
since the last edition, the material has been reorgani: 2d 
by (1) eliminating the chapters pertaining to the excess 
profits tax, and adding a special supplement on its most 
important (albeit the most discouraging) aspect, i-c., 
relief from it; (2) adding a much needed chapter for 
complete treatment of repossessions and foreclosures of 
real estate (a comparable chapter was included in an 
earlier edition); (3) presenting in a separate chapter, 
under the heading ‘‘Administration,” Part IV of 
Volume II, the law and regulations pertaining to : vr- 
poration returns (treated under the chapter on Dettr- 
mination of Normal Tax and Surtax in the prior edi- 
tion); and (4) rather generally rearranging the other 
chapters. The chapter on Methods and Bases t at 
comprised Part II of Volume I in the 1946-47 edition, 
now appear as Part III of Volume II. 

It should be kept in mind that Montgomery’s wi: -k 
is a handbook rather than a treatise, and for this reason 
is an excellent tool in the handling of the day to c.y 
problems of the practitioner. It should be equally useful 
as a practical reference work for students. 


James R. AusTIN 
Des Moines, Iowa 


Accounting Technique. John N. Myer. (New York: 
John N. Myer. 1948. Pp. xi, 308. $4.00.) 


The purpose of this book, as expressed in the preface, 
is broader than the title suggests. According to the 
author: “This brief course has been prepared especially 
for those who do not intend to practice accounting but, 
nevertheless, require a knowledge of accounting princi- 
ples and technique in connection with their professional 
work. Among them are engineers, lawyers, economists, 
statisticians, credit men, investors, business executives, 
and persons preparing themselves for such professions. 
It is also suitable for use as a refresher by those who 
have already studied accounting.” 


In the opinion of the reviewer this book is most 
suitable for refresher purposes. Emphasis is on technique 
and not on principles, and the explanatory material is 
not sufficiently extensive and clear in many cases to meet 
the needs of the nonaccountant. The author stresses the 
fact that his book is brief, but brevity appears to have 
been accomplished, at least in part, at the expense of 
adequate explanatory material. 

In the preface, the author expresses the opinion that 
the balance sheet approach for the instruction of ac- 
counting “‘is the cause of much of the existing confusion 
of thought regarding the subject.” An explanation of 
the author’s approach, in his words, follows: 

“The approach used in this book is through a 
discussion of accounts.... The account has thus 
been made the central feature of the book. The jour- 
nals are a means of collecting data to be put into the 
accounts; anu the balance sheet is a summary of the 
position of the accounts after the books have been 
closed as of a certain date. The mechanical processes 
that lead to the balance sheet are unfolded in the first 
six chapters. The balance sheet is then introduced 
almost automatically since it is but a rearranged 
post-closing trial balance. The reader requires prac- 
tically no explanation of the balance sheet; he has 
witnessed its production and understands it as soon 
as it appears.” 

Greater deviations from the balance sheet approach 
than that made by this book can be found in several 
existing elementary accounting books which use the 
“sources and uses of assets” or “operations” approach. 

The content of the book is indicated to some extent 
by the following summary of chapters: 

1. Accounts 

2. Journals 

3. Profit Determination 

4, Accounting for Merchandise 

5. Subsidiary Ledgers 

6. Periodic Adjustments 

7. Financial Statements 

8. The Work Sheet 

9. Accounting for Notes and Drafts 

10. Cash Control 

11. Partnerships 

12. and 13. Corporations 

14. Manufacturing Accounting 

15. Disposition of Fixed Assets: Sales of a Business. 
The treatment of the various subjects is in conformity 
with orthodox accounting ideas, although some of the 
explanations do not present these ideas clearly. 

Chapter 3, devoted to profit determination, is not a 
theoretical discussion of the matching of revenues and 
costs. The subject matter is pointed toward the mechan- 
ical aspects of depreciation and bad debt provisions, 
closing entries, and the balancing of accounts. 

A brief discussion of the forms of business enterprise 
(proprietorship, partnership, and corporation) is in- 
cluded in Chapter 4, which is devoted principally to 
accounting for merchandise. The reason for this inclu- 
sion is not evident. Chapter 15, which is devoted to the 
disposition of fixed assets and the sale of a business, 
might well have covered all problems related to fixed 
assets and have been placed after Chapter 10. 
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Payroll accounting and the voucher system are cov- 
ered adequately in the chapter on cash control. The 
discussion given to partnerships is ample and covers 
the nature of partnerships, capital contributions, with- 
drawals and loans, division of profits, admission of new 
partners, retirement of partners, and liquidation of the 
business. Sale or incorporation of a partnership business 
is not taken up until Chapter 15. The discussion of cor- 
porations includes the nature of corporations, the na- 
ture and types of capital stock, the issuance of stock, 
surplus, dividends, and bonds. A discussion of reserves 
is included but. lacks sufficient clarity. 

The chapter on manufacturing accounts is sufficient, 
considering the scope of the book. The names given by 
the author to general accounting for a factory and cost 
accounting are unusual and not particularly helpful; 
he calls them “the periodic inventory type” and 
“perpetual inventory type,” respectively. 

A concluding summary and review chapter would be 
of assistance to the reader of this book. As it is, the end 
comes quite abruptly, with no attempt made to draw 
things together. 

In the back of the book questions and problems are 
classified by chapters. There are included an average 
of approximately twenty questions per chapter and 
one to five problems per chapter. The questions are 
brief and deal with the more important items in the 
book. 

CHARLES J. GAA 

University of Illinois 


Seidman’s Legislative History of Excess Profits Tax 
Laws, 1946-1947. J. S. Seidman. (New York: Pren- 
tice-Hall, Inc., 1947. Pp. xvii, 414. $15.00.) 


The book presents the legislative history of the excess 
profits tax in the United States in the same manner as 
a former book by the same author, published in 1938, 
and covering the legislative history of the Federal in- 
come tax laws from 1861 to 1938. 

The scope and method of presentation can be indi- 
cated by the following excerpt from pages xili—xiv: 

“The order of arrangement is by Code sections. 
For each Code section, the material has been ar- 
ranged act by act, with the latest act first. The 1917 
and 1918 material has been set forth separately, in 
order of section number, and tied in by cross reference 
to the respective Code sections. 

“The respective items of legislative history ap- 
plicable to a provision have been set forth in the 
order approximating their relative weight for inter- 
pretive purposes. In this regard, a provision is con- 
sidered to have a legislative history in a particular 
act if: (a) a language change occurred on its way 
through Congress; (b) a committee reported on it; 
(c) floor discussion took place on it; (d) hearings 
were held on it; or (e) there was an unenacted provi- 
sion related to it which had a legislative history.” 
Subjects of limited interpretive significance, such as 

rates, exemptions, penalties, etc., and provisions with 
insubstantial or no legislative history usually have been 
excluded. 

The effective use of such a mass of complex material 
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has been made feasible by the employment of several 
varieties of type, brackets, parentheses, cross-outs, and 
underlines. 

A book of this type is of greatest value to attorneys 
and accountants who are still struggling with unsettled 
excess profits tax cases, most of which are now slowly 
edging their way through the courts, since many times 
the major point at issue is the intent of Congress in 
connection with a particular section of the law. Often 
the intent of Congress can best be determined, not from 
the debate and hearings on the current act, but from a 
discussion of a similar provision in an earlier enact- 
ment or even in the discussion of a section or a bill 
which was not at that time adopted. The book will also 
be»Very useful when new excess profits tax laws are in- 
fli: sed upon us, either at the time of another emergency 
or -s the result of the pressure from those who feel that 
a excess profits tax should be a normal part of our 
system of taxation. 

fhe excerpts from the Congressional Record are en- 
lig tening as to the facts of life in the legislative 
pr« cess and are occasionally even entertaining. Students 
of he history and economics of taxation will find much 
of terest in the result of the painstaking work of Mr. 
Seidman and his collaborators. 

1 Perry Mason 

iJ niversity of California 
Berkeley 


Aécounting Principles and Practice. R. G. H. Smails. 
(Toronto: The Ryerson Press. 1948. Pp. vii, 461. 
$5.50.) 


As a contrast to many of the elementary accounting 
texts used in the United States, Professor Smails 
wagtes very little time in taking the student through 
the bookkeeping cycle. This is accomplished in the 
first eight of the twenty-four chapters and is exceedingly 
well done. 

(in Chapter I, entitled “Double Entry Bookkeeping,” 
the author gains his objectives most satisfactorily. 
Here after a brief glimpse at the profit and loss state- 
mnt, the balance sheet, and the statement of applica- 
tion of funds, the text takes the student through the 
fashiliar bookkeeping equation, journal entries, the 
ledger, and a pre-closing trial balance. Accompanying 
this chapter are sufficient problems to enable the 
student to grasp the subject matter. To those busy 
teachers who have been held back by detailed, repetitive 
chapters on mechanics, with problems constructed 
accordingly, Professor Smails’ book will be a welcome 
relief. 

With basic mechanics of double-entry bookkeeping 
taken care of in Chapter I, the student may spend his 
time more profitably on studies other than those which 
would normally be given in a first-quarter or first- 
semester course. For example, in Chapter V, the 
student studies a purchase and a sales order procedure 
with related discussions appropriate to an elementary 
level. This chapter includes the voucher system and 
the payroll register, material usually covered much 
later in other texts. In Chapter VII, “Cash Transac- 
tions,” internal control of cash, a bank reconciliation 
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statement, cash debit-credit situations, and special 
journals are discussed. 

To one accustomed to teaching adjusting and closing 
entries via a worksheet, Chapter VIII will appear 
deficient in this respect. However, the procedure for 
making adjustments, closing entries, and reversing 
entries is well explained and satisfactory. 

To those of us who feel that cost accounting, factory 
and otherwise, is a useful method of analysis and 
synthesis that will eventually embrace all the expense 
accounts, Chapter IX, “The Manufacturing or Work 
in Process Account,” placed as it is early in the text 
is a sign of progress. Too often this material is left to 
miscellaneous study to be covered after the student 
has gone through partnership and corporation ac- 
counting in the second quarter or second semester. 
Manufacturing costs, perpetual inventories, factory 
service costs, and factory statements—the philosophy 
of costing—is brought to the student at the conclusion 
of his work with the complete bookkeeping cycle. 

As regards basic subject matter, the book goes be- 
yond the average text in its comprehensive review of 
accounting practice. Too, the reviewer feels that dis- 
cussions are taken up in the proper sequence and are 
given just about the proper amount of stress. Some 
of the later chapters may be questioned as to the 
propriety of their inclusion in a first-course text. They are 
the chapters on consolidations, reorganizations, and 
accounting for foreign trade. Chapters on single- 
entry bookkeeping, theory of income measurement, 
and published reports of companies seem appropriate. 

Thus as regards mechanics, techniques, and pro- 
cedures in connection with accounting as it is practiced, 
the text accomplishes its aims in an admirable fashion. 
However, in common with other first-course texts, it is 
weak on the “why” of accounting and strong on the 
“how.” In some respects, the text is reactionary with 
respect to a definite trend in accounting theory and 
practice. 

Befuddled as accountants have been for years on 
the function of accounts and their responsibility in con- 
nection with valuation and statistically determined and 
comparable costs and incomes, the author is content 
to give the beginning student a positive case for 
..a concept of income which would be useful 
whether or not it was strictly logical....” This 
philosophy as stated by Professor Smails himself places 
an upper level on income in terms of cost and a lower 
limit by market value when it is below cost in connec- 
tion with short-term operating assets. 

This leads the author to present consistently 
throughout the text an approach to the solution of 
problems which he would term useful “whether or not 
it was strictly logical.” Thus the “lower of cost or 
market” method in connection with inventories is em- 
ployed early in the text. This may represent accounting 
practice, but certainly it long ago passed out of the 
realm of what is considered today as good accounting 
practice and should be so qualified to the novice in ac- 
counting. 

Depreciation and the price level has been deemed 
worthy of the attention of “six of the nation’s account- 
ing authorities” in a recent issue of the ACCOUNTING 


Review. Even so fervent an advocate of the “cost” 
approach to accounting as W. A. Paton offered as a 
pleasant surprise a strong affirmative on the following 
question: 

“Resolved that departures from the historical cost 
basis of recording fixed asset depreciation be recog. 
nized as falling within the scope of generally accept- 
able principles of accounting.” 

It is then disappointing to find Professor Smails 
saying, 

“.,. Conventional accounting procedure wisely 

makes no attempt to adjust fixed assets to their 

realizable or replacement values... .” 
which is followed by the statement, 

“... The portion so written off is termed depreci- 

ation, and the effect of the entry is to conserve with- 

in the business sufficient current assets to make good 
the wastage of the fixed asset in question.” 

A reading of some of the annual reports of our larger 
companies demonstrates without a doubt that corporate 
managements and their accountants do not feel that 
depreciation based on cost is adequate “... to con- 
serve within the business sufficient current assets to 
make good the wastage of the fixed asset in question.” 
Further, useful but illogical methods of accounting 
premised on time-worn conventions and a definition of 
accounting as an art, both of which Professor Smails 
seems to favor, are slowly but surely taking the cor- 
porate balance sheet down the road of ludicrousness of 
the German balance sheets in the period of inflation 
following the first world war when current assets far 
outweighed the fixed even in heavy industries, or to- 
wards the alternative of arbitrary and unconventional 
valuation at neither cost nor market regardless of which 
is the lower. 

Although Professor Smails gives a chapter on the 
subject of “Depreciation and Depletion,” no hint is 
given that depreciation and depletion is a process of 
valuation whereby essentially decreases in values of 
assets are recorded. Rather we have an enumeration of 
“various arithmetical and other formulae,” with the 
recommendation that the straight-line method is 
“_.. undoubtedly the most suitable formula for gen- 
eral application.” Professor Smails defines depreciation 
as a “... decrease in serviceability ....” Does the 
author mean serviceability or value? The value of many 
an asset disappears long before the asset has lost its 
potentiality of service or serviceability. 

This latter criticism may be mere quibbling over 
terms, but, in lieu of further definition, it is valid when 
one considers that this is a work by which the inquiring 
student becomes inculcated with “principles” of ac- 
counting. Further, it appears to the reviewer that even 
in an elementary text, there should be portrayed some 
concept of the possibility of there being a theory of ac- 
counting which is both consistent and logical, one 
which, from the point of view of management and others 
interested in a business, which will present both ac- 
curate and statistically comparable results. Such a tack 
Professor Smails did not essay although he had the op- 
portunity in his chapter “Theory of Income Measure- 
ment.” He preferred the more secure and less stormy 
waters of existing convention. 
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The foregoing adverse criticisms are invalid in the 
direction of a proper evaluation of Professor Smails’ 
book when contrasted with other texts in the ele- 
mentary accounting field. Other texts are equally de- 
ficient in this respect. These views are presented in the 
hope that in a later revision the author may take a more 
sympathetic attitude toward the growing group of 
accountants which are concerned more with accuracy 
than conservatism and believe that it is the function of 
accounting to evolve as a@ science to meet the prob- 
lems of the living society which it serves. Beginning 
accounting students ought not have their eyes fixed to 
the past, but rather they should be challenged with 
changing concepts of the present and the possibility 
of more radical changes in the future. 

Aside from Professor Smails’ neglect of accounting 
theory, Accounting Principles and Practice is a com- 
prehensive, well-developed presentation of accounting 
practice. It is to be commended on its concise but 
clear discussions and its completeness as to detail. The 
reviewer feels that in general it is superior to many 
texts now widely used in the United States. 

L. J. BENNINGER 

University of Missouri 


Personal Finance. Elvin F. Donaldson. (New York: 
The Ronald Press Company, 1948. Pp. x, 499. 
$4.50.) 


The author has written a book for the education of 
an adult who desires to know the essentials and mechan- 
ics of how to spend and invest his money wisely. 
Underlying the presentation of the material is the idea, 
as expressed by Professor Donaldson, that “money is, 
perhaps, more difficult to manage than to earn.” 

The first section of the book deals with the devices of 
securing funds or the equivalent, beginning with a dis- 
cussion on the necessity of credit and explaining the ad- 
vantages and disadvantages of the use of charge ac- 
counts. The cost to the consumer of purchasing on the 
installment plan is very clearly expressed. So, too, is the 
exposition of the various plans for borrowing money and 
the determination of the interest cost incident to such 
action. One chapter introduces the essential elements of 
a personal budget, outlining its operation as well as its 
necessity. 

The second section deals with the various media of 
exchange. The chapters on bank accounts, checks, and 
bills of exchange and notes explain the necessity for and 
the operation of a commercial banking account with 
the consequent legal rights, responsibilities, and liabili- 
ties. The author presents the material lucidly and in 
sufficient detail to inform the uninitiated adequately. 

The major portion of the treatise involves a consid- 
eration of the security of the funds which a person 
may have accumulated. The discussion includes the 
principal advantages of maintaining funds in saving 
institutions, government bonds, life insurance, and cor- 
porate securities. An examination of the sundry types of 
Savings depositories takes into consideration the cur- 
rent market money rates of three per cent and less. A 
very clear presentation is made of the United States 
postal savings program, noting the advantages of this 


plan over others for persons of small means who desire 
to earn the maximum interest on current funds. The 
favorable and unfavorable features of an investment 
plan of placing one’s funds in federal government 
bonds of Series E, F, G, and Treasury Bonds are com- 
prehensively explained. 

“Insurance should be one of the first investments a 
person makes” invites the reader to a discussion of the 
various forms of life insurance which is fully and in- 
telligibly presented. Recognition of the importance of 
insurance as an investment occupies one-seventh of the 
volume. The benefits and shortcomings of the useful 
types of protection and savings possibilities are elu- 
cidated. The chapter on annuities, “protection before 
death,” describes the commonally accepted plans. An 
additional chapter, “Other Forms of Insurance,” covers 
the features of health and accident, medical and hos- 
pital, fire, and automobile. 

Arguments on owning a home and financing a home 
are shown in favor of owning and in favor of renting 
with the consequent short-term and long-term costs. 

The problems of investing in stocks and bonds of pri- 
vate companies are comprehensively explored. Nat- 
urally, in a book of this nature investments is altogether 
too large a subject to be treated in all its ramifications. 
However, the author has provided the potential in- 
vestor with the required knowledge for an elementary 
analysis of an investment. In “Speculating in Stocks,” 
the author outlines the mechanics of stock market op- 
erations as it affects the individual speculator, leaving 
it up to the person to decide whether he is one of the 
“people of some wealth who can afford to take the risk 
involved in buying securities.” 

The concluding section of the book covers such mis- 
cellaneous items as taxes, wills, and trust plans. The 
presentation outlines the inherent features permitting 
the reader to secure additional information if he so 
desires. 

From the consumer’s point of view some suggestions 
are offered as to “Best Buys’”’: listings of life insurance 
companies offering low cost policies; and an enumeration 
of the principal corporations, railroad, public utility, 
and industrial, which reflect a record of regularity of 
income. 

Even though the presentation of the subject matter 
is textual in form with a great number of questions and 
problems at the end of each chapter, the material is so 
arranged and treated that it could easily be retained as 
a reference book. The selected readings are stated in 
alphabetical order by author at the end of the text. It 
might have been desirable to have enumerated a more 
extensive list according to the topics discussed. 

J. F. HALTERMAN 
Iniversity of California 
Santa Barbara College 


Corporation Finance. Hiram L. Jome. (New York: 
Henry Holt and Company, Inc., 1948. Pp. vii, 676. 
$4.00.) 


As stated by the publishers, “this book is intended 
primarily for the student interested in a general picture 
in the field of finance. It treats financial problems 
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from the point of view of the employee, consumer, and 
investor, stressing the impact of the corporation on 
everyday life.” 

This book containing thirty chapters, is divided into 
three parts. Part I, “Forms of Business Organization,” 
consists of three chapters, and introduces some of the 
fundamental questions of organization and financial 
policy. 

Part II, containing fifteen chapters, is termed 
“Corporate Problems.” In this section, the following 
financial problems are discussed from the viewpoint 
of the corporation: 

a. Types of securities and the rights and liabilities of 

holders of each 

b. Influences and circumstances affecting capital 

structure 

c. External and Internal Financing 

d. The Combination Movement 

Part III, entitled ‘‘Social Aspects of Corporation 
Finance,”’ covers twelve chapters. The author explains 
in the preface that he has placed particular emphasis 
upon the protection of the purchaser of corporation 
securities and upon the investment policies and influ- 
ences of banks, insurance companies and investment 
trusts. No attempt has been made to suggest methods 
of analysis to determine the investment qualities of any 
security. 

From a teaching standpoint, the material is well 
organized and presented in a logical sequence. Each 
chapter ends with a brief summary, together with 
questions and problems. 

Certain terms common to both finance and account- 
ing, particularly Surplus and Capital, are carefully ex- 
plained in detail. Surplus is discussed frequently 
throughout the book in order that the reader may fully 
understand it. 

There are numerous tables of comparisons. Two are 
felt to be especially desirable—one showing sixteen 
items relating to Partnerships and Corporations; 
another comparing stocks with bonds. 

The appendix consists of fifteen sections. An im- 
portant one consists of definitions of words and terms 
which often cause confusion. Other sections give the 
characteristics of preferred stocks and bond issues, an 
illustration of a stock right, yields on various forms of 
securities and investments of 49 U. S. legal reserve life 
insurance companies. 

Naturally any book is subject to numerous criticisms, 
the number and their importance being dependent upon 
the ideas of the reader. It is felt that ‘Corporation 
Finance,” more than similar books, requires or presumes 
at least a thorough knowledge of elementary or even 
advanced accounting, economics and some mathe- 
matics. Chapter 19, ‘‘The Mathematics of a Bond In- 
vestment,” while felt to be desirable, might better be 
placed at the end as an appendix. 

A considerable portion of the book is devoted to 
historical backgrounds of various topics. This could be 
shortened. 

A variety of unusual terms are used, such as “‘gear- 
age stock,” “leverage stock,” ‘“‘habendum clause.” 
Numerous Latin phrases are found. 

Chapter 7 discusses the issuance of par value stock 


at a discount, with methods of handling such discount 
on the books. No mention is made of the fact that few 
states permit such transactions. 

It appears that the important topics of short-term 
financing and term loans are not covered. 

On page 144 the author states that income taxes are 
treated as expense for purposes of computing the 
operating ratio. He will surely find opposition to that 
stand. 

Throughout the text footnotes, in very fine print, are 
used extensively, often taking up one-fourth to one-third 
of the page. The book itself is printed on paper with a 
high polish, in type smaller than is usually found in 
books of this kind. This does not lend itself to easy 
reading. 

L. E. CAMPBELL 

Emory University, Ga. 


Economics of Money and Banking. Lester V. Chandler. 
(New York: Harper and Brothers. 1948. Pp. xiv, 732. 
$4.50.) 


Professor Chandler in the preface of his new book 
indicates the general nature of his approach to money 
and banking. ‘‘...a student in this field should first 
understand the basic principles of money and banking 
and the relationship of the monetary and banking sys- 
tem to the functioning of the economy as a whole. 
... that a study of the technical problems of bank 
operation and management should come only after the 
student is well grounded in the economics of money and 
banking. . . . ” In the opinion of the reviewer, it is this 
emphasis, so effectively maintained throughout the 
entire book, that marks Professor Chandler’s contribu- 
tion as a worthy addition to the ever-growing number 
of money and banking text books. It is indeed a book of 
‘‘principles,” not a glossary of terms nor an encyclopedia 
of information. This approach, however, is likely to in- 
vite some severe criticism from those inclined to stress 
institutional details and the technical problems of bank- 
ing management. 

In its basic organization, this book is not unlike 
others in the same field. Included are chapters on such 
subjects as money, the value of money, monetary stand- 
ards, monetary history, banking, the Federal Reserve, 
the Treasury, international monetary relations, money 
and finance, monetary theory and monetary policy. 
Although the chapter headings are conventional ones, 
the organization and emphasis in these chapters, and 
the transitions from one chapter to another, make this 
volume extremely worthwhile. 

In the first two chapters the nature and significance 
of money are clearly established. In addition to the 
usual material on the function of money, Professor 
Chandler has incorporated sections on money as 4 
“causative” influence in the economy. He develops the 
change in thinking from the classical “neutral”? money 
approach to that of the more recent monetary theorists 
who point to the positive impact of money on the 
economy. To amplify the idea of money as a positive 
influence, the author discusses the factors determining 
the value of money (transactions approach) and some 
of the more important consequences of changes in the 
value of money. 
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The four chapters on monetary standard, in the 
opinion of the reviewer, constitute a distinct improve- 
ment over the usual treatment of such material. The 
author traces the general principles of monetary stand- 
ards in a splendid introductory chapter, marred only by 
insufficient treatment of inconvertible standards, and 
then follows with three successive chapters exploring 
the history of monetary standards with attention 
centered mainly on the experience of the United States 
from 1792 to 1942. Instead of having the history of 
standards scattered all over the book, we have here a 
compact, easy-to-read historical section in which, at 
no time, does the reader lose sight of the important rela- 
tionship between standards and monetary policy. 

The chapters concerning commercial banking have 
many outstanding features to recommend them and 
also some few shortcomings that may lead to severe 
criticism. The sections on the principles of commercial 
banking, the operations increasing and decreasing 
deposits, the factors determining the volume of check- 
ing deposits, and liquidity and solvency, are most effec- 
tively treated by the author. On the other hand, the 
reviewer believes that the material on the nature of 
bank operations involving the management of assets 
and liabilities is hardly adequate. The reviewer appre- 
ciates the author’s desire to minimize the deadly details 
usually associated with such material, but the fact re- 
mains that a proper understanding of the typical bank- 
er’s attitude toward monetary policy must be based on 
a firm understanding of the internal problems of man- 
aging a bank’s portfolio. 

The chapters on the Federal Reserve system and its 
relationship to the Treasury Department are note- 
worthy in that the organization of material lightens 
considerably the burden of the student. The reviewer 
refers particularly to the summary outline of Federal 
Reserve and Treasury instruments of credit control and 
also the interesting discussion of peace-time objectives 
of Federal Reserve credit policies. However, the section 
on war-time objectives of Federal Reserve credit policy 
might have been improved had it been more extensive 
in scope. 

Professor Chandler devotes four chapters to the 
subject of international monetary relations. The re- 
viewer was much impressed with the introductory 
chapter on this subject, particularly the section on the 
balance of payments and its significance as an analytical 
tool. The nature of the balance of payments is im- 
portant for the student to know, but far more signifi- 
cant are the various uses to which such a balance may be 
put. This, in the opinion of the reviewer, is one of the 
author’s more important contributions. In the remain- 
ing chapters on international monetary relations, care- 
ful consideration is given the behavior of exchange rates, 
the nature and significance of exchange controls, and 
the mechanics of the International Monetary Fund 
along with the World Bank. It is the reviewer’s opinion 
that the Monetary Fund’s problem of selecting the 
“appropriate” exchange rates warrants a more detailed 
explanation than that given by the author. The limita- 
tions of the purchasing-power parity concept should be 
underscored as well as the difficulties in selecting other 
criteria of “equilibrium” rates such as the degree of un- 
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employment, the volume of foreign exchange balances, 
etc. Such an explanation is necessary in order to give 
the reader a feeling for the magnitude of the exchange 
rate problem. 

One of the most important, if not the most im- 
portant, sections of Professor Chandler’s book is that 
devoted to the processes of savings and investment and 
their relationship to income, production and employ- 
ment. In logical sequence, the author poses the sig- 
nificance of the savings and investment process; the 
factors influencing the volume of savings; the signifi- 
cance of interest rates; the financial institutions, both 
private and public, that move savings into investment 
channels; and the impact of the government on this 
process. 

The chapters on monetary theory, based largely on 
an earlier book written by Professor Chandler, com- 
plete the study of the savings and investment processes. 
In these chapters Professor Chandler traces the develop- 
ment of monetary theory from the point at which it was 
aimed primarily to explain the purchasing power of 
money for other goods and services to the more modern 
position in which money is revealed as exerting a posi- 
tive influence on the economy through its effect on the 
flow of spendings, thus making monetary theory an 
integral part of general economic theory and business 
cycles theory. 

In the development of the ‘‘national-income” an- 
alysis Professor Chandler’s chapter, Income and Ex- 
penditure Approach, is of outstanding assistance to the 
harassed instructor who attempts to discuss the nature 
and disposal of national income and the ‘‘observed 
equality of savings and investment” in any single year 
as distinct from the proposition that national income 
fluctuations are based on discrepancies between the 
rates of investment and savings. 

The final chapter considers the problem of monetary 
policy. It is concerned primarily with the objectives of 
monetary policy and has little to do with the methods 
of securing the proper behavior of money. The reviewer 
would have been more satisfied with this chapter had 
Professor Chandler given more attention to the current 
financial problems of inflation and debt management, 
and proposals for control. It must be said, however, the 
author has indicated in a number of chapters the nature 
of some of the banking and currency problems and has 
given the reader numerous questions for discussion. 
Moreover, what is more important and clearly the 
function of all good text books, the author has provided 
the necessary analytical tools for consideration of the 
major problems of current interest. 

T. ARLT 

Oberlin College 


Economics of Public Finance. Philip E. Taylor. (New 
York: The Macmillan Co. 1948. Pp. xxii, 617. $4.50.) 


This book is a college text prepared for the under- 
graduate as an introduction to the field of public finance. 
The author approaches the subject from the economic 
analysis viewpoint and emphasizes to a lesser degree 
the descriptive institutional approach. Professor Taylor 
presents the fundamental topics and introduces in the 
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early part of the text a discussion of the Keynesian 
approach. 

After the usual introduction, consideration is given 
to the problems of the budget, and after exploring the 
implications of the concept of a balanced budget, the 
author states ‘‘A budget is balanced if during the budget 
period revenve receipts are exactly equal to cost pay- 
ments” (p. 34). Then follows a presentation of the trends 
in public expenditures in broad outline, following the 
traditional approach to the subject. But here the author 
states categorically that public expenditures are very 
important in determining the general level of economic 
welfare and that further analysis is necessary. This he 
proceeds to do in three chapters in which he (1) traces 
“the flow of funds through the cycles of production 
and use of goods and services” (p. 81), (2) analyzes 
‘the possible form and effects of a program of govern- 
ment spending to compensate for deficiencies of private 
expenditure and to generate increases in private spend- 
ing” (p. 110), and (3) outlines public expenditure pro- 
grams to promote employment, pointing out that the 
‘projects selected should be of a type which does not 
threaten long-run competition with private invest- 
ment” (p. 141). 

The remaining three-fourths of the text analyzes the 
sundry devices of governments to raise funds. The first 
three chapters study the nature, management, and the 
burden of the public debt, including the effects of in- 
creasing or decreasing the public debt upon the supply 
of money, and the influence on the level of prices and on 
general economic activity. Then there are two chapters 
on administrative revenues and commercial revenues. 

One half of the text discusses the various taxes. The 
first chapter on allocation of tax burdens stresses the 
facts that all taxes are eventually paid out by indi- 
viduals, that many taxes are shifted, and that the 
“principle of fairness among contributors must be ap- 
proached in terms of comparative ability to pay” (p. 
297). The two chapters on tax incidence and other 
effects present very clear analyses of the effects of tax 
levies under competitive and monopoly conditions. 

Under Property Taxation the author believes im- 
provements can be brought into the assessment con- 
troversy by complete exemption of tangible and in- 
tangible personal property (p. 347), and by state control 
of local assessment personnel and procedure. The dis- 
cussions on personal income taxation present a history 
of its development, the nature of net income for tax 
purposes, and the history of the relation of personal 
income to corporate income taxation. In discussing the 
principles of counter-cycle taxation the author explains 
that ‘‘the over-all purpose of counter-cycle taxation is to 
encourage private consumption and/or investment when 
the national income is below the full employment level, 
and to brake consumption and/or investment when full 
employment has been reached and further spending 
can only result in inflation” (p. 443). 

The nature, shifting, and incidence of sales taxes, 
death and gift taxes, business taxes, and taxes on em- 
ployment are concisely explored. On the theories of 
death taxation one might like to see included Rignano’s 
proposal for an inheritance tax. 

The author concludes with a chapter on the co- 
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ordination of tax systems. He suggests possible methods 
of coordination and the revenue consequences of such 
action. There is also a chapter on the major issues jn 
public finance, wherein public finance is defined as “g 
study of what may be called ‘political economy’ it re- 
quires pure economic analysis, but it requires as well 
decisions concerning public policy” (p. 592). Here, the 
cases for and against compensatory fiscal policy are 
ably presented. 

Recommended readings at the end of each chapte: 
enable the student to pursue the subject in other 
volumes. The author includes a short description of 
the nature of the material to be found in the readings 
all of which are of recent date. It is gratifying to find 
that these readings include articles in the Encyelo- 
paedia of Social Sciences. However, some instructors 
will miss references to such earlier contributors to the 
study of public finance as Bastable, Cohn, Edgeworth, 
Plehn, and Stamp. 

A student will not readily reconcile the statements, 
size of ... ‘national income’ measures the ma- 
terial well-being of the society. This material well-being 
is what economists commonly refer to as the standard 
of living” (p. 85), and ‘‘It is the volume of consumption 
expenditures in any income period which determines 
the immediate material well-being of a society” (p. 92). 

Professor Taylor has accomplished his prime purpose 
in bringing to the undergraduate an integration of the 
recent published material with the traditional public 
finance literature. He has enlivened the material with 
his own thoughts on the issues, a procedure which will 
provide some instructors with a starting point by which 
students may be aroused to the importance of the 
study of public finance, e.g. ‘“Must we, therefore, con- 
clude that there are no pump-priming potentialities in 
public spending? .... To say that pump-priming is 
always doomed to failure because it failed in 1933-38 
policy is comparable to the generalization: ‘All Indians 
always walk in single file; at least the only Indian I ever 
saw did’” (p. 126). ‘“There appears to be virtually no 
hope that private enterprise can itself stabilize business 
activity and iron out these fluctuations (of booms and 
depressions)” (p. 129). 

J. F. HALTERMAN 

University of California 

Santa Barbara College 


Office Management: A Handbook. Coleman L. Maze, 
Editor. (New York: The Ronald Press Company. 
1947. Pp. xvii, 870. $6.00.) 


This comprehensive study of the office management 
field represents the combined thinking of more than a 
hundred experienced administrators in the field of office 
management. Office management appears as a major 
function in the business structure; the office manager, 
as a major executive, requiring leadership and adminis- 
trative abilities as well as technical skill. 

Part I, The Organization Element, covers managerial 
philosophy and principles of organization. Here is a 
definitive presentation of the office manager’s responsi- 
bilities and authorities, both as a staff coordinator and as 
a line supervisor. Advantages and disadvantages of 
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centralization, as weli as organization charts, are clearly 
and adequately outlined. 

Part II, The Human Element, effectively deals with 
knowledges and techniques necessary to any office 
manager carrying staff responsibility for office person- 
nel. In 243 pages devoted to personnel problems, more 
than usual emphasis is given morale building, supervi- 
sion, and job evaluation. The office manager trained in 
personnel administration will find here a convenient 
summary; the student of office management, lacking 
such training, will find a concise, usable presentation of 
information needed in the personnel area of office ad- 
ministration. 

Part III, The Physical Element, is both textbook and 
handbook for problems of layout and environment—one 
of the best and most thorough treatments of these sub- 
jects that this reviewer has yet seen. Excellent charts 
of space distribution contain suggestions for basing lay- 
out on flow of work. Supplemented by discussion and 
illustration of the template technique, the principles of 
office layout are easily grasped. The handbook char- 
acter of this book is especially well adapted to the treat- 
ment given the factors of light, noise, color, heat, 
ventilation and airconditioning, safety and sanitation. 

Part IV, The Operations Element, first presents an 
excellent concept of standardization as applied to 
office services. In the consideration of furniture and 
equipment, an admirable lack of reference to specific 
manufacturers enables the reader to concentrate only on 
functional principles for selection. The scarcity of illus- 
trations and a somewhat sketchy portion on filing equip- 
ment weaken this section. Work simplification is better 
developed. The reader is first convinced of the im- 
portance of, and need for, the simplification program; 
then given a clear, workable understanding of the pro- 
cedures involved, including process-charting and mo- 
tion-economy techniques. 

Concerning correspondence, there is a much-needed 
list of suggestions to dictators, but the material on 
supervision of transcription is hardly adequate. The 
increasing importance of microfilming office records 
justifies the space allotted to this subject. Also included 
under filing is a valuable discussion of retention sched- 
ules. The chapter on communications and reproduction 
contains well-organized information pertaining to both 
subjects, with the emphasis on duplicating processes. 

Part V, The Control Element, offers important ideas 
for planning, scheduling, and dispatching work, and for 
measurement of clerical performance. Here is a satis- 
factory presentation of budgetary control and cost 
control through standard costs. As aids to control, 
reports and publications are also treated in this section. 
The explanation of procedures involved in auditing 
office operations serves as a splendid outline of ac- 
cepted office practices. The reader will gain enough 
understanding of various types of office manuals to de- 
velop bulletins, instruction sheets, and office manuals 
for his own office. 

The appendix contains superior reference material, 
conveniently summarized. Here are check lists, produc- 
tion statistics, a résumé of prevailing office customs, and 
standard sizes for office forms. 

This is a handbook to which the office manager, as a 
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major executive, may confidently refer for basic prin- 
ciples and approved practice when problems arise. For 
the inexperienced student, it may well serve as a text- 
book. The tremendous editorial task of coordinating the 
knowledge and experience of the hundred-odd contribu- 
tors has been so smoothly done that only in a few places 
is one disturbed by duplication or unbalance. In all, 
the purpose stated in the preface has been amply ful- 
filled: ‘‘to meet an insistent demand by office managers 
and supervisors in both large and small companies for 
a comprehensive, authoritative and practical Hand- 
book covering the management of the modern office.” 
ERNESTINE C. DONALDSON 
University of Minnesota 


The Role of Inventories in Business Cycles. Moses 
Abramovitz. (New York: National Bureau of Eco- 
nomic Research, Inc., 1948. Pp. 26. $.50.) 


This is a preliminary report on a study of the be- 
havior characteristics of manufacturers’ inventories. 
The prime purpose of the investigation is ‘‘to de- 
termine what relations fluctuations in manufacturers’ 
stocks bear to business cycles.” The basic thesis is that 
inventory investment “‘is not an autonomous variable 
determined by factors independent of cycles,” but 
rather ‘‘a controlling factor which is itself governed by 
forces inherent in business cycles.” 

Mr. Abramovitz first points out the historical im- 
portance of inventory investment and ‘‘disinvestment” 
in the expansion and contraction of the gross national 
product. He goes on, however, to state that the common 
belief that businessmen tend to maintain inventories in 
approximately constant proportion to output or sales, 
which induces an expectation that investment in stocks 
of goods will often turn considerably before business 
does, is at variance with experience. His results, which 
he states to be limited by the non-availability of com- 
prehensive data on a less than annual basis, indicate 
that inventory investment tends neither to lead nor to 
lag behind output with the result that the lag of the 
physical volume of stocks behind output is not less than 
six months. 

The important questions which the author sees as 
demanding accurate answers are: (1) Does inventory 
investment, measured on a monthly basis, actually lead 
by a short interval in cyclical changes and thus consti- 
tute a cyclical force? (2) Why does the volume of inven- 
tories lag behind output, and inventory investment be- 
hind the rate of change in output? The chief obstacle 
to obtaining answers to these he holds to be the general 
tendency to regard inventories ‘‘as a homogeneous mass 
within which differences in behavior are not significant 
and to all parts of which much the same explanation is 
appropriate.” Demonstrating the error of such over- 
simplification, he proceeds to analyze manufacturers’ 
stocks in terms of cyclical fluctuations in volume. As a 
result, the lag of total inventories behind output is 
found to be the net resultant of the disparate behavior 
of seven separately identifiable classes of stocks. 

From his specific findings, the author draws the fol- 
lowing generalizations: (1) that no simple explanation 
of inventory fluctuations is valid; (2) that quantitative 
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expression of our knowledge of inventory cycles will be 
improved if aggregate stocks are distinguished by in- 
dustry and type; and (3) that more knowledge about 
current practices in accounting for inventories and 
better information about changes in the unit costs of 
inventory commodities than is now provided by stand- 
ard price series are essential for further investigation in 
this area. 

Since this paper presents results only, it is im- 
possible to evaluate the author’s data. Assuming that it 
adequately sustains his conclusions, there is no doubt 
that a substantial contribution has been made to our 
limited knowledge of inventory status and behavior. 
Of even greater importance is his contribution in 
pointing the way to further knowledge. Of particular 
interest to accountants is reemphasis of the fact that 
existing data relative to business operations throws 
inadequate light on the more subtle phases of business 
activity. 

Tuomas M. Hitt 

Massachusetts Institute of Technology 


Economic Analysis. Kenneth E. Boulding. (Revised 
Edition.) (New York: Harpers & Brothers. 1948. Pp. 
xxvi, 884. $5.00.) 

In revising this well-received elementary text, first 
published in 1941, Professor Boulding has followed the 
same general outline as that used in the original edition. 
In the first part, entitled ‘‘Demand and Supply,” the 
author considers the nature of adjustments in a market- 
directed economy. He deals not only with the determina- 
tion of commodity prices and outputs, but also with the 
determination of exchange rates and (in an elementary 
fashion) with the determination of the prices of produc- 
tive services. In making applications of supply and de- 
man analysis, he considers such diverse topics as taxa- 
tion and tariffs, gold and silver purchase policies, and 
the stability of capitalism. 

In the second part, entitled ‘‘“Macroeconomics,” he 
considers the factors governing changes in total output 
and price level of economy. Also included in this section 
are chapters dealing with the institutions of banking and 
government. In the third part, entitled ‘The Marginal 
Analysis,” Professor Boulding considers the nature ef 
the business firm and its price and output adjustments 
to various market situations. He also considers the ad- 
justments of the consumer to changing prices, incomes, 
and holdings of liquid assets. In the concluding chapter 
to this section, which is in the reviewer’s opinion one of 
the best chapters of the book, he discusses the nature of 
economic adjustments over time and the function of 
public policies in shaping these adjustments. Finally, in 
the fourth section, entitled ‘“More Advanced Analysis,” 
the author is concerned with the applications of more 
sophisticated techniques of analysis to the theory of 
the firm and to the theory of demand. The material in 
the fourth section might well serve as textual material 
(or outside reading) for more advanced courses in eco- 
nomics and as a springboard for journal articles. Of 
particular interest to scholars is the short section on the 
macroeconomic theory of profit in Chapter 37. In place 
of an extended bibliography, the author has added an 
appendix containing a short discussion of ‘The Litera- 
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ture of Economics.” This discussion would serve very 
well as a preface to an undergraduate course in the 
history of economic thought. 

The revised edition, like the original edition, is wel] 
written. The author’s ability to use descriptive phrases 
like ‘‘vacuum economy” or ‘‘pressure economy” to refer 
to conditions of under-employment and inflation, re. 
spectively, should help the beginning student grasp 
fundamental ideas. In addition, Professor Boulding’s 
willingness, after finishing a theoretical development, to 
pause and discuss the modifications made necessary by 
institutional factors should help the student under 
stand the place of economic theory in the study of 
economics. 

In the section dealing with macroeconomics, Pro- 
fessor Boulding emphasizes the importance of defining 
income, consumption, and savings in real terms. There 
are a number of stages at which economic phenomena 
may be discussed. They may be discussed in terms of 
money payments and money receipts resulting from ex- 
change transactions. They may be discussed in terms of 
purchases and sales transactions. Finally, they may be 
discussed in terms of the underlying real phenomena. 
such as the adding to or subtracting from the total stock 
of products in the economy, i.e. real production and 
consumption. National income figures are (with the 
exception of business depreciation) stated in terms of 
purchases and sales transactions. Professor Boulding’s 
development of a theory of output as a whole in terms 
of the real phenomena is, therefore, something of an 
innovation. 

It must be admitted that what happens on the real 
level is extremely important for explaining the flow of 
transactions in an exchange economy. Yet, it is doubtful 
that enough is gained by this innovation to justify its 
being used, particularly in an elementary text. In the 
reviewer’s opinion, it is the business of economic theory 
to explain why the exchange transactions registered in 
an economy are what they are. The underlying real phe- 
nomena are important only as they help to explain these 
transactions. Moreover, the real phenomena may be no 
more important when it comes to explaining the flow of 
exchange transactions than the monetary developments 
occurring at the money payments stage. 

In Chapter 15, which deals with macroeconomic re- 
lationships, the author uses a cross-classification system 
(much like that used by W. W. Leontief) to show how 
hoarding decisions may affect the level of income ina 
community. He also ties these decisions to hoard with 
changes in the velocity of circulation and with changes 
in ex ante savings. This is a provocative beginning toa 
badly needed synthesis of disparate bodies of theory. 
Yet, no attention is paid in this synthesis to the effect 
of changes in the volume of ‘‘security” transactions on 
the functioning of the economy. Decisions to reduce 
money balances may increase velocity via security pur- 
chases and sales; it need not lead, except indirectly, to 
increases in money incomes. Furthermore, no attention 
is paid to changes in the structure of money payments 
on the economy-wide velocity figures; yet such velocity 
figures are weighted-average magnitudes. 

But to criticize Professor Boulding on these counts is 
to criticize him for lacunae in the body of economic 
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theory. Much remains to be done in the field of marco- 
economic theory before it is satisfactory for sophomore 
consumption. All in all, Professor Boulding has main- 
tained the same high standard he set for himself in his 
first edition. 
E. T. WEILER 
University of Illinois 


Business Cycles and Forecasting. (Third Edition.) 
Elmer Clark Bratt. (Chicago: Richard D. Irwin, Inc., 
1948. Pp. xii, 585. $5.00.) 


The third edition of Bratt’s, ““Business Cycles’ is 
a thorogoing revision of his earlier text. It has been 
brought up to date in theory, statistics, forecasting and 
stabilization programs. 

In addition to its use as a college text, it should 
prove useful to many business men. In this rapidly 
changing field, new approaches and new data have ap- 
peared with which a business man would want to keep 
abreast if he intends to forecast his own or general busi- 
ness conditions. Bratt will help him do this. 

The material is organized into seven main divisions; 
(1) statistical measurement of business cycles, (2) 
barometers of the various business processes, (3) factors 
making for business instability, (4) theories of the busi- 
ness cycle, (5) the history of cycles, (6) forecasting and 
(7) stabilization programs. 

The statistical analysis of business changes is 
modernized by the inclusion of a discussion of secondary 
trends. The new data made available in the gross na- 
tional product series are also explained and in an ap- 
pendix, the figures for the years 1929 to 1946 are given 
in considerable detail. The theory chapters are likewise 
fully up to date, including not only current cycle 
theories but also the stagnation thesis. 

The newer developments are also reflected in the 
barometers, forecasting and stabilization chapters. 
Much emphasis is placed on the gross national product 
data throughout. It is also shown that techniques 
which were popular twenty years or so ago have in 
some cases lost their applicability. The shift in over-all 
emphasis is nowhere more clearly indicated than in the 
stabilization chapters. Monetary and banking measures, 
which were once so popular, are summarily dealt with 
in a part of one chapter. Fiscal policy receives a whole 
chapter and governmental full employment policies 
nearly all of another. However, the stabilization pro- 
posals which are discussed are not alone those of gov- 
ernment. Nearly all of one chapter is devoted to 
policies which the individual firm may follow. Among 
these are pricing, wage, depreciation and inventory 
policies. 

The reader should be warned that this is not an 
easy book. Some knowledge of statistical and modern 
economic terminology would lighten the burden. How- 
ever, the effort is well worth while. 

E. DUNKMAN 

University of Rochester 


Introduction to Business. Lewis A. Froman. (Chicago: 
Richard D. Irwin, Inc., 1948. Pp. x, 601. $4.25.) 


Text books written for introductory courses in busi- 
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ness vary greatly in approach and content. One type 
includes a brief and superficial treatment of such fields 
as business organization, finance, accounting, statistics, 
production, and marketing. A second type stresses eco- 
nomic geography, economic history, and the operational 
problems of the individual business. For reasons ex- 
plained in the preface, the author believes the second 
approach to be the most satisfactory in a beginning 
course. 

The 592 pages of text are divided into four parts as 
follows: 


Part Name Chap- Pages 
ter 

I The Functions of Business 
Enterprise 6 138 

II The Nature of Business En- 
terprise 7 177 
III_ Problems of the Business Unit 8 187 
IV The Role of Government 4 81 


Part One develops the fact that business exists for 
the purposes of satisfying the material wants of man. 
The various types of organization (capitalism, socialism, 
communism) are examined in detail, together with the 
advantages and disadvantages of each. Chapters on 
Risk Bearing, Price Policies, and Responsibilities of 
Management round out Part One. 

Part Two includes chapters on Manufacturing and 
Extractive Industries, Public Utilities, Financial Enter- 
prise and Agriculture. 

Part Three begins with a discussion of the individual 
proprietorship, partnership and corporate form of or- 
ganization. Corporate securities are conveniently intro- 
duced at this point followed by chapters on internal 
Organization and Management Controls. The six pages 
of text devoted to accounting stress financial state- 
ments, ratios and cost accounting. Part Three is con- 
cluded with several long chapters on Employee Rela- 
tions and Employee Remuneration. 

Part Four is designed primarily to explain how the 
fields of governmental activity affect, either directly or 
indirectly, the operation of the business unit. Chapters 
are devoted to Monopoly Regulation, Taxation and 
Government Enterprises. 

A dozen or so of thought-provoking questions and 
problems are included at the end of each chapter. The 
material in the text is well indexed, although a bibliog- 
raphy has not been provided. Frequent footnotes, how- 
ever, are used to call attention to additional reading 
material. 

This text, because of its up-to-date material and 
logical approach, should find favor with those in charge 
of introductory courses in business. The authcr through 
his choice of material and its organization has these ob- 
jectives in mind: to stimulate in the beginner a sincere 
interest to learn more about business and to provide a 
sound, usable foundation of knowledge for the courses to 
come. In my opinion, he has succeeded in carrying out 
these objectives. 

Harry E. OLson 
University of South Dakota 
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Operating Results of Department and Specialty Stores in 
1947. Malcolm P. McNair. (Boston: Harvard Busi- 
ness School, Division of Research, 1948. Pp. vi, 57. 
$4.00.) 

This analysis is the twenty-eighth report of the 
operating expenses, margins, and profits of department 
and specialty stores prepared by the Harvard Bureau 
of Business Research. Since 1920, this series of reports 
has had the fnancial support and cooperation of the 
National Retail Dry Goods Association. The conclu- 
sions and opinions regarding the statistical analysis of 
the Harvard Bureau of Business Research, were written 
by Malcolm P. McNair, Professor of Marketing at the 
Harvard Business School; a man who is a nationally 
known authority on retailing and one who has had 
many years of experience in collecting and interpreting 
the type of data presented in the report. 

The report is divided into four sections and an ap- 
pendix. Section I includes a summary of operating re- 
sults in 1947 and describes the nature of the current 
trends. Section II deals with Department Stores and 
presents basic data on sales, margins, expenses and 
profits as well as supplementary information of em- 
ployee policies, delivery costs, credit data, working 
capital position, effect of size of city, etc. Operating re- 
sults are also tabulated in accordance with the income 
statement form approved by the National Retail Dry 
Goods Association’s Board of Directors. Section III is 
directed to an analysis of the cost per transaction of large 
department stores by sales volume groups. Section IV 
presents much of the same type of information de- 
scribed above for department stores, but confines the 
statistical material and discussion to the operation of 
specialty stores. The appendix describes the sources of 
the statistical data presented, classification of the stores, 
the statistical measures employed and definitions of 
various items, classifications and terms used in the 
analysis and the discussion. 

This bulletin is not intended to be used to determine 
ideal operating results of department and specialty stores 
but to present information regarding the manner in 
which stores have operated during 1947. It is possible, 
therefore, for the executive of any individual store to 
compare his operations with those of the aggregate or 
average store. Accountants and auditors should note, 
however, that such comparison is difficult or impossible 
unless the accounting records of the store are set up in 
such a manner that figures comparable to those in- 
cluded in the definitions can be derived from the store’s 
accounts. 

In addition to accountants and department and 
specialty store executives, it is also important for stu- 
dents of retailing to become familiar with this series of 
bulletins in order to understand the various trends in 
retail operating results and to become familiar with 
operating ratios which can be used to measure efficiency 
and the manner in which ones goes about interpreting 
results. Treasurers of stores and students of finance 
have frequently found the operating ratios helpful in 
determining existing capital requirements for different 
levels of operations. In 1932, the National Industrial 
Conference Board found these Harvard Bureau of 
Business Research bulletins helpful in determining the 
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extent to which a one or two per cent net sales tay 
would tend to affect the profits of department and spe. 
cialty stores in 1924, 1928, 1929. (See p. 40 “Sales 
Taxes; General, Selective and Retail,” National Indus. 
trial Conference Board, Inc. New York, 1932.) 

In general, this bulletin showing operating results of 
department and specialty stores for 1947, as well as 
those published previously and those to be published in 
the future, provide a helpful guide for accountants, re. 
tailers, financial managers and students of these profes- 
sions. 

A. B. DIcKERMan 

University of Rochester 


Expenses and Profits of Limited Price Variety Stores in 
1947. Milton P. Brown. (Boston: Harvard Business 
School, Division of Research, 1948; Pp. viii, 53. 
$2.00.) 


This bulletin is similar in content to that of “Oper. 
ating Results of Department and Specialty Stores in 
1947” by Malcolm P. McNair; but deals exclusively 
with limited price variety stores. This report of operat- 
ing results is the seventeenth annual study of its kind 
for limited price variety chains and the fifth annual 
study of independent variety stores. The full coopera- 
tion and financial support of the Limited Price Variety 
Stores Association was given for the 1947 report as well 
as for others in the series. 

The analysis of the variety chain business is based on 
reports of stores which represent 90 per cent of the vol- 
ume of sales made by this type of store in the United 
States in 1947. The size of the sample used for inde- 
pendent variety chains is small not only because of the 
technical difficulties of securing data from a substantial 
percentage of the stores in the field but also because of 
the limited number of well-managed independent 
variety stores which possess competent records which 
would furnish the type of information required for the 
report. 

The report includes four sections, the first three 
which are concerned with limited price variety chains. 
Section I compares the operating results for 1947 with 
those found in the 1946 study. Section II describes the 
trends in sales volume, margins, expenses and profits, 
whereas Section III appraises the effect of size of stores 
on the operating results. Section IV tabulates and 
analyses the operating results of the independent variety 
chains. An appendix is included for the purpose of pre- 
senting definitions and explanatory notes to assist store 
executives and others to compare the operations of any 
one store with the aggregate or average. 

In the limited price variety store field this bulletin 
has the same usefulness and should be of interest to the 
same professional persons and students as McNair’s 
“Operating Results of Department and Specialty Stores 
in 1947.” 

A. B. DicKERMAN 

University of Rochester 


Studies in Income and Wealth. National Bureau of Eco- 
nomic Research. (New York: National Bureau of 
Econemic Research, Inc., 1948. Pp. xi, 340. $4.50.) 
This volume published by the National Bureau for 
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the Conference on Research in Income and Wealth in~ 
cludes eight papers presented at the 1945 annual meet- 
ing of the conference. 

The reviewer does not purport to evaluate each paper 
in its entirety nor to give a condensation of the subject 
matter of the entire publication. There are sections of 
the report which warrant close attention in review. 

Part one of the report, dealing with the methodology 
of national income studies, is made up of two com- 
ponents. The first is a summary, as remembered by 
Edward F. Dennison, of the discussions between Ameri- 
can, British, and Canadian official statisticians relative 
to the standardization of basic concepts and terminology 
used in National Income and National Product meas- 
urements. The second component of Part I is concerned 
with the place of financial intermediaries in income 
estimates. 

One is gently led by the hand through a maze of 
conflicting terminology, over-weighty sentences and 
repetitive nouns into a den of confusion for the most 
part.-Dr. Kuznets might very well be of some assistance 
to Dennison in the clarification process. Nevertheless, 
careful attention and repeated perusal results in the 
reader’s being able to understand, with some degree of 
clarity, where the differences in measurements of na- 
tional product and income by the three countries lie. 
The ultimate aim of the discussions was to bring stand- 
ardization into the field and to a degree this was, evi- 
dently, accomplished. If in a critical frame of mind one 
were to say that standardization in the United States 
might well be undertaken as an aid to international 
comparability, he would be justified. 

Certainly the agreements which came out of the 
discussions mark a long step forward. It is clearly im- 
portant, too, to recognize unequivocably that the con- 
cept of national income must be defined in accounting 
terms. This reviewer is of the opinion that accountants 
in general will be amazed by the accounting concepts 
held by some prominent statisticians. 

There has been confusion in recent years regarding 
the measurement statistics published in the United 
States. The procedures followed by the Commerce 
Department have added to the confusion. The utiliza- 
tion of different bases for national income and gross 
national product estimates has not lessened the con- 
fusion. 

“If the discussions as outlined by Dennison result 
in national income adjusted for intercountry compara- 
bility,” as Copeland puts it, then the problem of inter- 
national comparisons is somewhat facilitated. 

Part two is devoted to the need for forecasts of 
national income and product. Gerhard Colm attempts 
a substitute for past and present methodological tech- 
niques utilized by economics attempting to make general 
economic forecasts. He suggests the possibility of fore- 
casting from a predicted national economic budget 
rather than the utilization of past trend extrapolations 
and use of economic barometers. Actually his material 
encompasses the problem of employment and unem- 
ployment. His suggestions are thought provoking and of 
Interest to economists as a possibility. 

Everett E. Hagen utilizes the National Budget 
Method in an illustration of forecasting gross national 
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product and employment in the transition period. With 
all due respect for Mr. Hagen’s analytical and pro- 
fessional ability, one still must conclude that his esti- 
mates are little better than mere guesses and his defini- 
tions of unemployment (the difference between vacan- 
cies and the number unemployed) is questionable to say 
the least. The reason for this criticism is obvious. 
Nevertheless, his section of the publication is of great- 
est interest to people concerned with the improvement 
of methodology and concepts. Comments, by persons 
generally considered competent, follow Mr. Hagen’s 
paper. Clark Warburton’s attitude toward Keynesian 
economics is of interest. He states that the Keynesian 
conclusion is repugnant to common sense. Few true 
analytical theorists would support such a statement. 

Part three, made up of Problems of International 
Comparisons of Income and Wealth, by Copeland, and 
Latin American income by Loreto Dominguez, is of 
great value as a handbook. 

Part four, on Savings and Income Distribution, 
shows ingenuity but at times is sadly lacking in logic. 
By and large Vickrey’s work on the income recipient 
unit should be carefully considered. He suggests a 
weighting method of defining a unit and there’s some 
basis for the suggestion even though one may disagree 
with the weights as he uses them. 

Anyone concerned with problems of national scope 
will find this publication of the National Bureau of 
great value. Many parts of it are markedly weak, but 
it does much to throw light on the problems and parts 
of it are very constructive. 

C. FRANK SMITH 

State University of Iowa 


Economics of Public Utilities. Emery Troxel. (New 
York: Rinehart and Company. 1947. Pp. xiv, 892. 
$5.75.) 


Treatises on public utility economics in the main 
have been content to examine the historical develop- 
ment of the industries “deemed affected with the public 
interest.” Attention has been centered on the economics 
of fixed and joint costs and the changing legal setting 
of regulation. Almost endless examination has been 
accorded the various bases of valuation; reproduction, 
original and even aboriginal cost have found their way 
into the literature. Discussions of utility charges have 
centered around cost of service and full cost pricing 
concepts. At times it has seemed as though success in 
the search for a costing formula would be the end of the 
matter. Accordingly it is novel and refreshing to find 
Dr. Troxel devoting much critical attention to an 
examination of the conditions of demand for utility 
services. To the extent that other text-book writers in 
the field have been guided in their choice of subject 
matter by the substance of utility commission decisions, 
the emphasis of cost and neglect of demand is under- 
standable. 

This reversal of emphasis on the problems of pricing 
serves to underline the by now inescapable conclusion 
that not only are a substantial portion of utility costs 
non-allocable on a logical basis, but also that unit costs 
are a function of output and hence affected by demand. 
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an analysis of utility- 
ides that while utility 
se of demand analysis, 
regulatory commissions 3 do not. As 4 result they have 
failed to understand and attack undesirable price dis- 
crimination which rests on distinctions in the char- 
acter of buyers’ demands rather than on cost differences. 
Having approached earnings’ regulation from a cost 
accounting standpoint they have failed to grasp the 
fact that prices, based on costing which involves an 
allocation of joint costs, provide no evidence of non- 
discrimination. Once prices have been established and 
overhead allotted according to peak-load requirements, 
total sales or some other formula which assesses “‘ca- 
pacity responsibility” among consuming groups, the 
argument that prices are based on cost falls apart. Since 
prices determine the quantities of service that buyers 
will purchase, computed service costs offered in defense 
are themselves a function of the established prices. 
Of interest to readers of this review is the emphasis 
on the importance of accounting principles and systems 
as a means of controlling utility companies in the public 
interest. Accounting is treated as a procedural tech- 
nique supplying indispensable factual information 
rather than as a body of doctrine defining the ends of 
regulation. “Having principles that they hold quite 
firmly, accountants often exalt their rules and make 
them standards of public policy” (p. 116). Rather than 
attempt through the use of accounting to answer prob- 
lems which economics, by using the concept of marginal- 
ism is capable at least in theoretical situations, account- 
ing is treated as a technique of recording transactions 
to provide for their interpretation and control. In 
separate chapters on commission control of accounting, 
valuation, depreciation and obsolescence, the author 
presents in considerable detail various methods used in 
handling these problems. Each is viewed in the light of 
the objectives of regulation and the choice of alterna- 
tives is made accordingly. Importance is attached to the 
need for a careful formulation and application of rules 
for property valuation, depreciation policy, operating 
expense criterion, etc., in order to avoid the costly time 
consuming and self defeating litigation of essentially 
procedural matters. In this respect the text is a model 
of presentation avoiding dogmatism and arbitrary 
partisanship in a field too long thus characterized. 
Less concern is shown with solutions to the “fair 
return on a fair value” problem in terms which involve 
cost allocation and adherence to legalistic standards of 


equity for investors than in what may be termed fune 
tional earnings regulation. Stress is given to the ne 
for adequate standards of service, extension of servigg. 
in advance of the growth of guaranteed markets, and” 
adoption of new improvements in technology. Capital” 
attraction is treated as the major test of earnings ime 
an expanding situation. Regulation is not viewed 
maintaining capital values in industries rendered 
solete by technological change such as street rail 
Under proper regulation this would not be a seric 
problem. Public control is not conceived as guaranteeij 

a return on or the recovery of all investment where sy 

is not deemed in the public interest. A more genere 
attitude is taken with respect to concerns which 
aggressive in their provision and extension of se! 

In addition to the historical development of publig™ 
control through local franchises and state utility coms: 
missions an excellent account is given of regulation” 
under the Federal Power Commission and the Securities’ 
and Exchange Commission. While the latter’s enforce.” 
ment of the corporate integration and capital simplificas 
tion provisions of the Holding Company Act recey 
sympathetic treatment, the author does not let the 
reforms becloud the fact that for adequate regulation ” 
of earnings and service standards we must look toward » 
improving the level of competence and staffing of the 
state commissions. Integration of operating properties | 
and definition of optimum market areas is regarded asa” 
yet undone job of the states. 

Complementing the main work are several chapters” 
on rural electrification, public control of broadcasting, 
and four chapters comprising a descriptive and am” 
alytical treatment of regional power projects. In a dig.” 
cussion of the pricing of regional project service the 
implication of pricing policies oriented toward full 
utilization, and extension of service in advance of de 
mand are explored. While, in general, pricing policies” 
of the federal projects are designed to cover costs im | 
cluding arbitrary allocations of multiple-purpose plants,” 
the administration of these projects is shown to have) 
sought broader social objectives than the full-co 
standard of private industry. ; 

This is a good book. While the eclectic approach 
pleases the reviewer it will be far from satisfying to tl 
college student seeking an answer to the problems of 
public control. The repetitious presentation of much of 
the material will not help him. 

Joun M. CrawrorD 

Carnegie Institute of Technology 
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